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Fellow Shareholders:

In 2006, the nace of change in communieétions continued to accelerate, with rapid growth in the options for
consumers tc call, log in, download, watch, participate and interact over any medium, with any device, from any
location, At Zhone, our focus on the codnection to the network, the so-called “last mile,” has never been more
clearly about enabling people to connect v'vith each other and, in turn, about our company’s connection with
our customers. ‘ N

Our product vision of network convergence — delivering multiple services over a single connection — helped us
win significant new business in 2006.

* Qur toial annual_ revenue for 20060was $194 million, an increase of 28% fraom 2005, and the most in our
company’s history.
» Revenue for our SLMS™ products increased over 77% from 2005 to 2006.

» Revenue from our international operations increased by 50% year-over-year, with major customer wins in
the Middle East and Latin Americal

« Our customer base grew to more than 600 carriers in over 60 countries worldwide.

Overall, we've made significant progressjtoward our long-term growth strategy. We are among the “Top 3"
North American suppliers of DSL equipment and we sustained our “Number 1" worldwide market share leader-
ship position in the Broadband Loop Cargier category.

. While our growth was significant, we were challenged in 2006 by carrier consolidations and rapidly changing
technologies, as our service provider customers faced declining revenues from existing services and difficult
decisions about how to migrate to next-generation solutions. We acted decisively to divest certain nonstrategic
legacy produxt lines, optimize our manufacturing efficiencies, and focus our research and development efforts
on high-growth technologies, including Ethernet Access, VolP, IPTV and advanced broadband connections over
copper and fiber.

We delivered on our commitment to our customers by providing best in class network solutions that help carriers
address the changing demands of their cUstomers. We also deployed. online services that provide improved
functionality at a lower cost for orderingqﬁsupport and shipment tracking. We responded to their need for
rapid innovation and high reliability by strengthening our quality processes across the company.

Looking forward, we move into 2007 filled with high expectations about upcoming product launches and with
enthusiasm ebout increasing demand forfconverged network services as people benefit from the increasingly
innovative ard productive methods of connecting 1o other people. With renewed commitment to quality and
innovation, vse believe that we are well positioned to capitalize on the global infrastructure investments and
emerging market growth. | am greatly indebted to you, our long-term investors, for your continuing support.

z

Mory Ejabat n

Chief Executive Ofﬂicer, President and Chairman of the Board of Directors
Zhone Technologies: Inc.

'Source: Broadband Treﬁds Research, February 2006
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SELECTED FINANCIAL DATA

The following selected financial data has been derived from our consolidated financial statements and should be
read in conjunction with the consolidated financial statements and notes thereto, and with “Management’s Discussion
and Analy:is of Financial Condition and Resu]ts of Operatlons To date, we have genemted a significant amount of
revenue frem sales of products obtained through acqun:,mons as well as incurred s1gmﬁcanl acquisition related charges
such as in-process research and development charges as discussed in Note'2 to the consolidated financial statements
and in Management’s Discussion and Analysns of Financial Condition and Résults of Operations. Dunng the years
ended December 31, 2006, 2005, 2004, 2003 and 2002, we recorded charges of ‘$113. 7 million, 5102 | million,
$0.2 millicn, zero and $50.8 million, respecuvely, related to the impairment of dcqumltlon related mtanglbles and
goodwill as discussed in Note 3 to the consolidated financial staternents. In addition, all per share and welghled
average share datd for 2003 and 2002 has been Testated retroacuvely to reﬂect the effect of the Tellium merger in
November 2003. Per share and weighted average share data for 2002 has aJso been restated retroacnvely to reflect a
one for ten reverse split of common stock which occurred as "a result of an equity restructuring in July 2002. The
historical results are not necessanly 1nd1cat1ve of results to be expected for any furure penod ’ _‘

! As nf December 3, '

1 Sy
i

2006 2005 2004 2003 2002
; (im thousands, except per share data)
Statement of Operations Data: :
Netrevenue ... ....c.ovviirvi i, e 5194344 $151,828 S5 97,168 § 83,138 § 112,737
Costofrevenue (1) ..... ... ... ... AP 131,749 88,958 55,305 51,081 69,689
Grossprofil ........c.cooiiiiiis L 62,595 62870 41863 32057 43,048
Operating expenses: i ,
Research and product development (1) | 36,099 27,062 23,791 23,147 34,038
Sales und marketing (1} ............ F . 38,225 20,756 22,417 15.618 20,672
Generil and administrative {1} ....... U 14,036 14,534 10,772 6,151 15,987
Purchised in-process research and developmem ............ — 1,190 8,031 — 59
Restrecturing charges . ... . ... .0 o il — — — — 4,531
Litigation settlement . .............. 1 e e — — — 1,600 —
Amorization of intangible assets . .. .. L 2,764 12,452 9,893 7,942 15,995
Impaiyment of intangible assets and goodwill .............. 113,666 102,106 239 — 50,759

I T 204,790 187,100 75,743 54,458 142,041

Total operating expenses ....... j‘ ‘
t

Operatingloss ... e (142,195) (124,230) (33.880) (22.40D) (98,993)
Interestexpense . .............cooei.... e (2,774} (3,357) (3,991) (3,944) (9.478)
TRLETESLINCOME . . ...t e v eee et ee e e 2,328 1,433 1312 400 350
Other income {(expense), 0et .. ........ ..t iaa.. 239 (522) 1,118 992 (306)
Loss befor: incometaxes .............. : ................... (142,402) (126,676) (35.441) (24953) (108427)
Income taz, provision (benefit) .. ... ..._.. PP 264 215 205 (7.778) 140
N F 1 SO (142.666) (126.,891) (35.646) (17,175) (108,56T)
Accretionon preferredstock .. .......... ‘. peeee — — — (12,700) {22,238)
Net loss applicable to holders of common stock ................ $(142,666) $(126,891) $(35.646) $(29,875) $(130,805)
Basic and diluted net loss per share apphcable lo holders of
commonstock .. ... s $ 096 $ (13 § (042 $ (187 § (2587
Shares used in per-share calculation ...... e e 148,727 112,004 85,745 15,951 5,057
(1) Amounts include stock-based compensauon cost as follows:
CoStOfFEVEMUE . ... ottt ee et ittt nns $ 892 3 153 § 210 $ (85) § 458
Reseurch and product development . .'. B 1,632 223 581 652 4,236
Sales and marketing . ... .......... L 1,380 226 459 (241) 996
General and administrative .. ....... e 1,601 2,670 356 827 5,144
f As of December 31,
ARN!

2006 2005 2004 2003 2002
(in thousands} ’

Balance Sheet Data:

Cash, cash equivalents and short-term mveslments .............. $ 64310 § 71140 $ 65216 § 98256 $ 10,614
Working capital (deficit) ........... ... o oo 83,872 102,521 71,789 82,301 (7.957)
Totalassets ............... ... .. . 0... 3 .................... 240,182 386.105 325,227 274877 163,963
Long-termi debt, including current portion . :...... .. ... L. 27,049 29,767 41,313 33,391 38,703
Redeemable convertible preferredstock .. .. ..o — — — — 165,890
Stockholders” equity (deficity .. ......... e $ 157,604 $ 291,789 $229,784 3186879 3§ (98.642)




MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
o AND RESULTS OF OPERATIONS

Overview . ST

We believe that we are the first company dedicated solely to developing the full spectrum of next-generation
access network solutions to cost-effectively deliver high bandwidth services while simultaneously preserving the
investment in today’s networks. Our next-generation solutions are based upon our Single Line Multi Service, or
SLMS, archltecture From its inception, this SLMS architecture was specifically designed for the delivery of
muluple classes of subscriber services (such as voice, data and video distribution), rather than being based on a
particular protocol or media. In other words, our SLMS products are built to support the migration from legacy
circuit to packet technologies and from copper to fiber technologies. This flexibility and versatility allows our
preducts to adapt to future technologies while allowing service providers to focus on the delivery of additional
high bandwidth services. Because this SLMS architecture is designed to interoperate with existing legacy
equipment, service providers can leverage their existing networks to deliver a combination of voice, data and
video services today, while they migrate, either simultaneously or at a future date, from legacy equipment to
next-generation equipment with minimal interruption. We believe that our SLMS solution provides an
evolutionary . path for.service providers from their existing infrastructures, as well as gives newer service
providers the capability to deploy.cost-effective, multi-service networks that can support voice, data and video,

Our product offerings fall within three categories: the SLMS product family; optical transport products; and
legacy products and services. Our global customer base includes regional, national and international
telecommunications carriers, as well as cable service providers, To date, our products are deployed by over 600
network service providers on six continents worldwide, including two of the top three cable operators in North
America, We believe that we have assembled the employee base, technological breadth and market presence to
provide a simple yet comprehensive set of next-generation solutions to the bandwidth bottleneck in the access
nétwork and the other problems encoumered by network service providers when delivering communications
services to subscnbers

f

Since inception, we have incurred significant operatmg losses and had an accumulated deficit of

$901.0 million as of December 31, 2006."

’ During the third: quarter of 2006, we recorded non-cash impairment charges of $113.7 million related to
goodwill and acquired intangibles. The primary circumstance leading to the impairment was a decline in our
projected revenue due to technology transition issues with our largest international customers and a resulting
decline in cur market capitalization. See Note 3 to the consolidated financial statements for further details.

Going forwand, our k,ey.ﬁnzlncial_objectives include the following: o ‘

» Increasing revenue while 'continuing to carefully control costs;

= Continued 1nvestments in strategic research and product development aeuvmes ‘that will provide the
max1mum potential return on investment; and

= Minimizing consumption of our cash and short-term investments. .

Acqu151t|ons

" Since inception, we have successfully utilized a strategy of acquisitions to acquire customers, teehnology
and build scale within the network access markets. As of December 31, 2006, we had completed twelve
acquisitions of complementary companies, products or technologies to supplement our internal growth. To date,
we have generated a significant amount of our revenue from sales of products obtained through acquisitions.
Some of the more significant acquisitions have included Paradyne Networks, Inc. in September 2005, Sorrento
Networks Corporation in July 2004, and.Tellium Inc’ in November 2003, :
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If we complete additicnal acquisiiions in thé future, we could consume cash, incur substantial additional
debt and other liabilities, incur amortization expenses related to acquired intangible assets or incur large write-
offs related to impairment of goodwill’and long-lived assets. In addition, future acquisitions may have a
significant impact on our short term results of operations, materially impacting revenues or expenses and making
period to pzriod comparisons of our results of operations less meaningful.

On Scptember 1, 2005, we ' completed the acquisition of Paradyne in exchange for total consideration of
$184.5 million, consisting of common stock valued at $164.1 million, options and warrants to purchase common
stock valued at $19.4 million, and acquisition costs of ‘$1.0 million. We acquired Paradyne to strengthen our
position as a leading provider of hex’t'—generation access network solutions as well as increase our customer base.

The purchase consideration was allocated to the fair'values of the assets acquired as follows: net tangible
assets—5$48.6 million, amortizable mtang1ble assets—3$54.8 million, purchased in-process research and
development—3§1.2 million, goodwnll—_—$79 0 million,- and deferred compensation—$0.9 million. The amount
allocated to purchased in-process research and devélopment was charged to expense during the third quarter of
2005 because technological feasibility had not been established and no future alternative uses for the technology
existed. The estimated fair value of the;purchased in-process research and development was determined using a
discounted cash flow model, based on 4 discount rate which took into consideration the stage of completion and
risks associated with developing the technology. Of the amount allocated to amortizable intangible assets:
$12.3 million was allocated to core technology and $10.1 million was aliocated to patents, both of which were
assigned an estimated life of five years. In addition, $3.3 million was allocated to backlog and $29.1 million was
allocated -10 customer relatlonshlps which were assigned esumated ]1ves of six months and seven years
respectively. : . ‘

r .

1

Critical Azcounting Policies and Estimates

.

Management’s discussion and analysis of financial condition and results of operations is based upon our
consolidate:d financial statements, which have been prepared in accordance with generally accepted accounting
principles in the United States of America. The preparation of these consolidated financial statements requires

'management to make estimates and judgments that affect the reported amounts of assets, liabilities, revenue and
expenses, and related disclosure of contingent assets and liabilities. The policies discussed below are considered
by management to be critical because changes in such estimates can materially affect the amount of our reported
net income: or loss. For all of these policies, management cautions that actual results may differ materially from
these estimates under different assumptions or conditions. . : .

1 .
;o . . +

Revenue R ecogmtlon : . '

We recognize revenue when the earnings process is complete. We recognize product revenue upon shipment
of product under contractual terms which transfer title to customers upon shipment, under normal credit terms, or
under sales-type leases, net of estimated sales returns and allowances at the time of shipment. Revenue is
deferred if there are significant post-delivery obligations, if collection is not considered reasonably assured at the
time of salz, or if the fees are not fixed or determinable. When significant post-delivery obligations exist, revenue
is deferred until such obligations are fulfilled. Our arrangements generally do not have any significant post-
delivery obligations. We offer products and services such as support, education and training, hardware upgrades
and post-vzarranty support. For multiple element revenue arrangements, we establish the fair value of these
products and services based primarily on sales prices when the products and services are sold separately. If fair
value cannot be established for undelivered elements, all of the revenue under the arrangement is deferred until
those elements have been delivered. “{hén collectibility is not reasonably assured, revenue is recognized when
cash is collected. Revenue from education services and support services is recognized over the contract term or
as the service is performed. We make’ certain sales to product distributors. These customers are given certain
privileges to return.a portion of inventory. Return privileges generally allow distributors to return inventory
based on i percent of purchases made within a specific period of time. We recognize revenue on sales to
distributors that have contractual return rights when the products have been sold by the distributors, unless there

L
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is sufficient customer specific sales and sales returns history to support revenue recognition upon shipment. In
those :instances when shipments made to distributors are recognized upon shipment of the products from the
factory, .we use historical rates of return from the distributors to provide for estimated product returns in
accordance with SFAS 48, Revenue Recognition When Right of Return Exists. Revenue from sales of software
products is recognized provided that a purchase order has been received, the software has been shipped,
collection of the resulting receivable is probable, and the amount of the related fees is fixed or determinable. To
date, revenue from software transactions and sales-type leases has not been signiﬁcant We accrue for warranty
costs, sales returns and other allowances at the time ‘of shlpment based on hlstoncal experience and expected
future costs.

Allowances for Sales Retums and Doubtful Accounts

We record an allowance for sales returns for estimated future product returns related to current period
product revenue. The allowance for sales returns is recorded as a reduction of revénue and an allowance against
our accounts receivable. We base our allowance for sales returns on periodic assessments of historical trends in
product return rates and current approved returned products, If the actual future returns were to deviate from the
historical data on’which the reserve had been established, our future revenue could be adversely affected. We
record an allowance for doubtful accounts for estimated losses resulting from the inability of customers to make
payments for amounts owed to us, The allowance for doubtful accounts is recorded as a charge to general and

administrative expenses. We base our allowance on periodic assessments of our customers’ liquidity and

financial condition through analysis of information obtained from credit rating agencies, financial statement
reviews and historical collection trends. Additional allowances may be required in the future if the liquidity or
financial condition of our customers deteriorates, resulting in impairment in their ability to make payments.

Valuation of Long-Lived Assets, Including Goodwill and Other Acquisition-Related Intangiblz Assets

Our long-lived assets have consisted primarily of goodwill, other acquisition-related intangible assets and
property and equipment. We review long-lived assets for impairment whenever events or ‘changes in
circumstances indicate that the carrying amount of such assets’ may not be recoverable. Such events or
circumstances include, but are not limited to, a significant decrease in the benefits realized from the acquired
business, difficulty and delays in integrating the business or a significant change in the operations of the acquired
business or use of an asset. Goodwill and other acquisition-related intangible assets not subject to amortization
are tested annually for impairment using a two-step approach, and are tested for impairment more frequently if
events and circumstances indicate that the asset might be impaired. An impairment loss is recognized to the
extent that the carrying amount exceeds the asset’s fair value. We estimate the fair value of our long-lived assets
based on a combination of the market, income and replacement cost approaches. In the application of the
impairment testing, we are required to make estimates of future operating trends and resulting cash flows and
judgments on discount rates and other variables. Actual future results and other assumed variables could differ
from these estimates. .

As of December 31, 2006, we had $70.7 million of goodwill and $23.7 million of net property and
equipment. Our future operating performance will be impacted by potential charges related to purchased
in-process research and development for future acquisitions, and potential impairment charges related to
goodwill. Accordingly, the allocation of the purchase price of the acquired companies to goodwill has a
significant impact on our future operating results. The allocation process requires management to make
significant estimates and assumptions, including estimates of future cash flows expected to be generated by the
acquired assets and the appropriate discount rate for these cash flows. Should different conditions prevail, we
would have to perform an impairment review that might result in impairment of the goodwill. Other factors we
consider important which could trigger an impairment review, include, but are not limited to, significant changes
in the manner of use of our acquired assets, significant changes in the strategy for our overall business or
significant negative economic trends, such as stock price movements. For example, during 2006 and 2005, we
determined that such indicators of impairment existed, resulting in. an impairment charge to goodwill and
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amortizable intangibles of $113.7 million and $102.1 million, respectively. Due to uncertain market conditions
and potential changes in our strategy and product portfolio, it is possible that forecasts used to support our
goodwill may change in the future, which could result in additional non-cash impairment charges that would
adversely affect our results of operations and financial condition. :

Stock-Based Compensation

In the first quarter of 2006, we adopted SFAS 123R, which requires the measurement and recognition of
compensation expense for all share- based payment awards made to employees and directors based on estimated
fair values. We adopted the modified prospective method of transition under which prior periods are not restated
for comparative purposes. We have estimated the fair value of stock-based payment awards on the date of grant
using the Black Scholes pricing model, which is affected by’ our stock price as well as assumptions regarding a
number of complex and subjective variables. These variables include our expected stock price volatility over the
term of the awards, actual and projected employee option exercise behaviors, risk free interest rate and expected
dividends. If factors change, and we employ different assumptions for estimating stock-based compensation
expense in future periods, or, if we decide to use a different valuation model, the future periods may differ
significantly from what we have recorded in the current period and could materially affect our operating income,
net loss andl net loss per share. We are also required to estimate forfeitures at the time of grant and revise those
estimates in subsequent periods if actual forfeitures differ from those estimates.

" Fair value stdck-based ‘compensation expense under SFAS 123R for the year ended December 31, 2006
includes compensation expense for share-based payment awards granted prior to, but not yet vested as of
December 31, 2005 based On the grant date fair value estimated in accordance with the pro- -forma provisions of
SFAS 123 and compensation expense for the share-based payment awards granted subsequent to December 31,
2005 based on the grant date fair value estimated in accordance with the provisions of SFAS 123R. In
conjunction with the provisions of SFAS '123R, we changed our method of attributing the value of stock-based
compensation to expense from the accelerated multiple option approach to the straight line single option method.
Compensation expense for all employee share-based payment awards granted on or prior to December 31, 2005
will continue to be recognized using the accelerated multiple option approach while compensation expense for all
share-based payment awards granted subsequent to December 31, 2005 is recogmzed using the straight line
single option method.

i

Prior io the adopuon of SFAS 123R; we recognized compensation cost ‘for stock options issued or assumed
through acquisitions, based on the intrinsic value, which represents the difference between the exercise price of
each stock option granted or assumed and the fair market value of the underlying common stock at the grant date
or consummation date of the business combination. The resulting deferred stock compensation was amortized
over the vesting periods of the applicable options. In addition, stock-based compensation expense was recorded
for options issued to non-employees. These options are generally 1mmedlately exercisable and expire seven to ten
years from the date of grant. We value non-employee options using the Black Scholes model. Non-employee
options subject to vesting are valued as they become vested. See Note 6 to the consolidated financial statements
for further information. In addition, we have reclassified prior years stock based compensation expense to the
associated operating expense line items in the consolidated statements of operations in order to conform to the
current year presentation. -

i

Inventories

Inventories are stated at the lower of cost or market, with cost being determined using the first-in, f' rst-out
(FIFQ) method. In assessing the net realizable value of inventories, we are required to make: judgments as to
future demand requirements and compé:e these with the current or commiited inventory levels. Once inventory
has been written down to its estimated net realizable value, its carrying value cannot be increased due to
subsequent changes in demand forecasts. To the extent that a severe decline in forecasted demand occurs, of we
experience a higher incidence of inventory obsolescence due to rapidly changing technology and customer
requirements, we may incur significant charges for excess inventory. . : L

6




RESULTS OF OPERATIONS . ' . . '

We list in the tables below the historical consolidated statement of operations as a percentage of revenue for |

the periods indicated. -

Year Ended December 31,
. L 2006 2005 2004

Net revenue ........... T . U U e '100% * 100%  100% |

Cost Of reVenUE . .. .. e _68% 59% 51%

Gross Profit . . L e 32% 41% 43% =|

Operating expenses: c L R R
Research and product development e e e 19% , 18% - 24%

. Sales and marketing ....... P P S e . 20% 20% 24%
General and administrative . .. ................... e e 7% 9% . 11%
Purchased in-process research and development . .......... e 0% 1% 9% .
Amortization of intangible assets , ... ...... ... .. . .. i 1% 8% 10%
Impairment of intangible assets and goodw1ll e e e Lo 8% 67% 0%

“Total operating expenses . s P [P S ‘E% 123%  78%

Operating 1055 . ....ovv.enes ... . U e PP L LO3% (8% | (35)%!

INtErest EXPENSE . ... ..ot % A% OH% d

InterestinCOmMe .. .......ooioiiiiiii i e _ 1% 1% 1% !

Other income (expense) net............. PR AU e FERS o '_O%' _(M% " 1 1% 1

Loss before i income taxes ............... . e T, e C(T3)% (84)% (37)%

Income tax provision . ...........coeeeeiirinanenennnns G PN _0% __0% _0%

Netloss ............. e e P e (3% (84)% g)%II

' | ' Ty

2006 COMPARED WITH 2005

1

Net Revenue . . _ ‘ Wi
Information about our revenue for products and services for 2006 and 2005 is summarized below (m '5

rrulhons) . A I )

. b % "

. : . : 4 . " 2006 2005 © Increase = change
Products ....... ... . . ... . ... e e $181.9 -$139.7  $422 ' 30%
Services ... ...l R - 124 12.1 03 2%

P ' ' $I943  SISI8 425 28%

. 1

) Inforrnanon about our revenue for North Amerlca and [nternatlonal markets for 2006 and 2005 is *

summarized below (in mllhons) :

Increase | % '
o . 2006 2005 (Decrease) change !
. Revenue by geography: - - -, S \ ot
United States ............ e . $105.1 $ 86.9 $182 - 21% .. |
oCanada ... oo Ll e 106 12.6 o - (16)%
Total North America ....................... 115.7 99.5 16.2 16% _'
Latin AMerica . ..........ccvieinineniiinneins 25.2 87 165 190% !
Europe, Middle East, Africa ..................... 454 s 19 21% :
AsiaPacific ...... ... ... ... .. i 80 61 19 31% .
Total International ... ........ P 786 - 5237 263 ' S50% i

TOtal ..t e $1943  $IS1.8  $425 | 28%




Information about our revenue by pi'oduct line for 2006 and 2005 is summarized below (in millions):

!
1 e ' o Increase %
,1 2006 2005 (Decrease)”  change
SLMS ..ottt e $1182 $ 669  $51.3 77%
Optical Transport .. ............L................... 190 215 25 ()%
Legacy and Service ............ e P 57.1 63.4 63  (10y%
: $1943 - $151.8  $425 - 28%

Total revenue increased 28% or $42.5 million to $194.3 million for 2006 compared to $151.8 million for
2005. The increase in total revenue vjvaé due to incremental revenue from the acquisition of Paradyne in
September 2005, offset by lower sales of our optical and legacy products. Additionally, we exp’crieoced increased
demand for our SLMS products compared to the prior year, particularly in the international te'r{i‘toﬁcc.

In 2006, product revenue increased 30% or $42.2 million and service revenue remained consistent with an
increase of 2% or $0.3 miilion comparcd to 2005. Service revenue represents revenue from maintenance and
other services associated with product shlpments The increase in both product and service revenue was due to
incremental revenue from the Paradyne acqu1s1t1on and increased demand for our SLMS products. '

I

Internutional revenue increased 50% or $26.3 million to $78.6 million in 2006 and represented 40% of total
revenue compared with 34% in 2005, The significant increase in international revenue represents the increasing
opportunity for our next-generation products in both existing and new network deployments among emerging
international carriers in the Middle Eastiand Latin America, as well as incremental revenue from Paradyne
products. While we have experienced mgmﬁcant growth in international markets, we have recently encountered
price-focused competitors and we anticipate this will continue as we invest in expanding markets.

]

By product family, revenue for our. SLMS product family increased $51.3 million or 77% in 2006 compared
to 2005 duc to the incremental revenue associated with Paradyne’s broadband products. Revenue also increased
due 1o increased- adoption of IPTV, VoII? and broadband services, ‘creating increased demand for our SLMS
products, particularly in international ‘territories. Revenue for our legacy products and services decreased
$6.3 mitlion or 10% in 2006, supporting the growing shift from legacy technologies to our growing SLMS
business. Additionally, we continue to divest non-strategic legacy products in order to focus our efforts on our
SLMS product family. For example, durmg the fourth quarter of 2006, we entered into an agreement to divest our
iMarc legacy product line; and in 2005 we divested our Meret, Sechtor, Arca Dacs and eLuminant legacy
products. The decrease in legacy products was partially offset by incremental revenue from Paradyne service and
narrowband products acquired in Septe:mber 2005. Optical transport decreased $2.5 million or 12% in 2006
compared 1o 2005. This decreased den'land reflects continued fluctuation as a result of significant customer
concentration within this product category We expect that the product mix will contmue to shift toward next—
generation products in SLMS. 's ) o

While no customer accounted for 10% or more of net revenue in 2006 or 2005, sales to one customer
represented 15% of net revenue in 2004 ‘We anticipate that our results of operations in" any. glven period may
depend to « large extent on sales to a small number of large accounts. As a result, our revenite for any quarter
may be subject to significant volatlllty based upon changes in orders from one or a small number of key

1

customers. i : . C .
; I ,
: 1
Cost of Revenue and Gross Profit T ; oo " ‘

Total cost of revenue, mcludmg ‘stock based compensation, mcreased $42.8 million, or 48% to
$131.7 million for 2006, compared to $89.0 million for 2005. Total cost of revenue was 68% of revenue for
2006, compared to 59% of revenue fo;r 2005. The increase in cost of reverues for 2006 compared to 2005

{ ! 8

i
]
-
;
i
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includes a $7.2 million write off of inventory related to reduced demand of legacy -products-during the second
quarter of 2006 and additional stock-based compensation of $0.7 miilion related o the implementation of
SFAS 123R in January 2006 In addition, 2005 included a net beneﬁt of approxrmately $2.8 million related to
several mfrequent transactions, 1nclud1ng a benefit related to the sale of non- strateglc products and a favorable
settlement with a contract manufacturer, offset by charges for discontinued mventory resulting from mtegratlon
efforts related to the Paradyne acquisition and other charges related to vendor and customer claims. Overall,
gross profit also decreased due to the lack of operating leverage on fixed manufacturing costs at lower, than
anticipated revenue levels as well as lower pricing for strategic international customers.

. H !
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" We expect that, inthe future, our cost of revenué will also vary as a percentage of net revenue depending on
the mix'and average selling'price's of products sold. In addition, competitive and economic pressures could cause
us 6 reduce our prices, ad]ust ‘the ’carrying values of our mventory or record mventory charges re]atmg o
discontinued products and excess or obsolete mventory ' :

t

'

Research and Product Development Expenses e

Research and product development expenses increased 33%.or $9.0 n'ulllon to $36.] mrlhon for 2006
compared to $27.1 million for 2005. The increase was primarily due to increased investment in research and
development and personnel related costs to ‘'support development enhancements to our existing products and our
new' next generation technologies, as well as development support for cur acquired technclogies. We intend to
continue to invest in research and product development to attain our strategic product development objectives,
while seeking.to manage the associated costs through expénse-controls. Additionally, for -the year ended
December 31, 2006, approximately $1.6 million of stock-based compensation expense was included in research
and product development expenses, compared to only $0.2 million during the year ended December 31, 2005,
primarily due to the implementation of SFAS 123R in January 2006,

' t
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Sales and Marketing Expenses | r

Sales and marketing expenses increased 28% or $8.4 million to $38. 2 million for 2006 compared to
$29.8 million in 2003. The increase was primarily attributable to higher commissions and other personnel related
costs to support revenue growth, particularly in the international territories, as well as increased spendiig on
trade shows, travel and other marketing related promotions. Additionally, for the year ended December 31, 2006,
approximately $1.4 million of stock-based compensation expense was included in sales and marketing expenses,
compared to only $0.2 million during the year ended December 31, 2005, primarily due to the implementation of

SFAS 123R in January 2006.

Ty o

General and Administrativé Expenses - = T . ' -

'General and administrative expenses decreased 3% or $O 5 mrlhon to $14.0 million for 2006 compared to
$14.5 mllllon for 2005, The decrease was pnman]y due to, non recurring charges associated w1th the Paradyne

acqursmon in the prior year offset by 1ncreased costs fo support a larger organization as a result of the Paradyne.

acquisitton and higher bad debt associated with a customer bankruptcy in the first quarter of 2006 compared to a
debt recovery in the prior year, Additionally, for the year ended December 31, 2006, approximately $1.6 million
of stock-based compensation expense was included in general and administrative expenses primarily due to the
implementation of SFAS 123R, compared to $2.7 million during the year ended December 31, 2005, related to
optlons granted to non-employees for serv1ces recewed in conjuncnon wrth the Paradyne acqu151tlon

KT LY . R . ¥

Purchased In-Process Research and Develoi)ment : S e

In 2005, we recorded purchased in-process research and development charges of $1.2 million relating to the
acquisition of Paradyne because technological feasibility for certain research and development efforts by
Paradyne had not been established and no future alternative uses for these research and development efforts
existed. :




Amortization of Intangible Assets -
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™

Amortization of 1ntang1ble assets decreased $9 7 million to $2.8 million for 2006 compared to $12.5 miilion
for 2005. The decrease was primarily due to the 1mparrment of intangibles in the third quarter of 2006 and the
fourth quartzr of 2005 as well as the sale ,'Of patents in the second quarter of 2006.

b .
Impairment of Intangible Assets and Goodwill

B o . . . , -

We review goodwill and other lonlg-lived assets, including intangible assets, for impairment annually or
whenever events or changes in circumstances indicate that the carrying value of an asset may not be recoverable.
During the third quarter of 2006, we deterrmned that indicators of impairment existed as we experienced an
adverse change in our business as evrdenced by a decline in our projected revenue due to technology transition
issues with our largest international cuslomers and a resulting decline in our market capitahzatlon We
performed an impairment analysis whrch resulted in a non-cash geodwill impairment charge of $110.5 million as
the fair value of our reporting unit was less than book value. See Note 3 to the consolidated financial statements
for further detail. We also recorded a non -cash impairment charge for other intangible assets of $3.2 million,
which represented the amount by which the carrying value of the intangible assets exceeded the fair-value. .

3 il i'r
Lo

.~ 'The impairment charge in 2005 related to the impairmeut of goodwi]l of $55.2 million .and acquired
intangibles of $46.9 million. The primary circumstance leading to the impairment of intangibles was a decline in
our projected future cash flows associatéd with technology -and other intangibles. acquired from our prior
acquisitions. The impairment reflects a niore rapid decline in projected revenue from certain legacy products than
previously antlcrpated as customers transmon to next generatlon products.

N : ' . Lt
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Interest Expense ; '

-

Interest expense for 2006 decreased Igy $0.6 million to $2.8 million compared to 2005 due primarily to a
decrease in the outstanding debt balances. ;

'
]

Interest Irl(-ome ) _ Ii ( o

Interest income for 2006 increased hy $O 9 mllllon to $2.3 million due to higher average balances of cash

and short-term mvestments S S '
! R

i
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Other Incomme (Expense),_ Net

1
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Other income was $0.2 million for - 006 compared to other expense of. $0.5 million for 2005. The change
was primarily due to exchange gains on forergn correncies in the current year compared to exchange losses in the
prior year, 'We transact business in various forergn couniries and are exposed to currency exchange rate risk
associated with’ forelgn currency denommated assefs and liabilities, pnmarlly intercompany receivables and
payables. ' ' ‘

'y : C ; '
Income Tax Provision . N ,-_"I =

Durmg the years ended Decemt{er 31: 2006 and 2005, we Trecorded an income tax provision of $0.3 million
and $0.2 million, respectively, related to forelgn and state taxes. No deferred tax benefit was recorded due to our
operating losses and net operating loss carryforwards. Due to the significant uncertamty regardmg the realization
of our net deferred tax assets, a full valuation allowance was recorded. :

' '
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2005 COMPARED WITH 2004
Net Revenue ' ‘

Information about our revenue for products and services for 2005 and 2004 is summarized below (in
millions):

Increase e

2005 2004 (Decrease) change
Products . ..o oot $139.7 $88.4 $51.3 58%
IVICES . ot i e e e 12.1 8.8 3.3 38%

$151.8 3972 $54.6 56%

Information about our revenue for North America and lnfern_ational markets for 2005 and 2004 is

summarized below (in mitlions):

' Increase % *
. . ) 2005 2004 (Decrease) change
Revenue by geography: '
United States™. .. .. .. e I, $ 869 $64.7 $22.2 34%
Canada . ... i e e e e 12.6 10.8 1.8 17%
Total North America .......... e 99.5 75.5 240 32%
Latin AmMerica ......ov v irener i aeeaenanann : 8.7 2.8 5.9 211%
i . Europe, Middle East, Africa ...................... 375 . 143 232 162%
-AsiaPacific ... _ 6.1 4.6 1.5 3%
Total International ........ ..o ennenn T, 523 21.7 30.6 141%
Total ... e e $151.8 %972 $54.6 56%

Information about our revenue by product line for 2005 and 2004 is summarized below (in millions): .

Increase %

2005 - 2004 {Decrease) change
QLM ... $669 $294 $37.5 128%
Optical Transport .. ... o 21.5 3.9 12.6 142%
Legacyand Service ........... ... ... ... ... 63.4 58.9 4.5 8%

$151.8 $97.2 3346 56%

Total revenue increased 56% or $54.6 million.to $151.8 million for 2005 compared to $97.2 million for
2004. The increase in total revenue was due to incremental revenue relating to the acquisition of Paradyne
products in September 2003, our optical transport product line acquired from Sorrento in July 2004, as well as
increased derand for our SLMS products compared to the prior year, particularly in the international territories.
In 2005, product revenue increased 58% or $51.3 million and service revenue increased by 38% or $3.3 million
compared to 2004. Service revenue represents revenue from maintenance and other services associated with
product shipments. The increase in both product and service revenue was due to the stabilization of the overall
economic environment as well as incremental revenue associated with the acquisitions of Paradyne and Sorrento.
International revenue increased 141% or $30.6 million to $52.3 million in 2005 and represented 34% of total
revenue compared with 22% in 2004. ‘

- By product family, revenue for our SLMS product family increased $37.5 million or 128% in 2005
compared to 2004-due to the incremental revenue associated with Paradyne’s broadband products as well as
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increased demand, particularly in intémational territories. Revenue for our legacy products and- services
increased $4.5 million or 8% in 2005 as'a result of the inclusion of legacy and service incremental revenue from
Paradyne service and narrowband products. Revenue for our optical transport products increased $12.6 million or
142% in 2005 primarily because this product family contributed to our revenue commencing in July 2004.

- In 2004, one customer accounted for 15% of total revenue. No other customer accounted for 10% or more of
total revenue in 2004 or 2005. '
i
Cost of Revenue

Total cost of revenue, including stock based compensation, increased $33.7 million, or 61% to $89.0 million
for 2005 compared to $55.3 million for 2004, driven primarily by the overall increase in revenue. Total cost of
revenue was 59% of revenue for 2005, éompared to 57% of revenue for 2004. For the year ended December 31,
2005, several infrequent transactions took place, including the sale of non-strategic product lines in the first and
third quarters of 2005, which had a net benefit of $2.3 million as well as a benefit recorded in the first quarter of
2005 related to a settlement agreement with a contract manufacturer of $3.1 million. These benefits were offset
by the $1.5 million charge for discontinued legacy inventory which resulted from integration efforts related to the
Paradyne acquisition, a contingent liability charge recorded in the first quarter of 2005 related to certain vendor
and customer claims of $1.1 million, as well as certain pricing discounts given to specific customers which had a
negative impact to gross profit.

Research and Product Development E;ipenses

Reseaich and product development expenses increased 14% or $3.3 million to $27.1 million for 2005
compared (o $23.8 million for 2004. The increase was primarily due to increased personnel related costs to
support development efforts on acquired technologies.

Sales and Marketing Expenses

Sales and marketing expenses increased 33% or $7.3 million to $29.7 million for 2005 compared to
$22.4 million in 2004. The increase was primarily attributable to higher commissions and other personnel related
costs to support revenue growth, particularly in the international territories, as well as increased expenditures on
trade shows;, travel and other marketing related promotions.

General and Administrative Expenses’

General and administrative expenses increased 34% or $3.7 million to $14.5 million for 2005 compared to
$10.8 million for 2004. The increase was primarily due to stock-based compensation expense related to options
granted to non-employees for services received in conjunction with the Paradyne acquisition and other
integration related expenses, as well as‘increased personnel related costs, partially offset by a-gain from a bad
debt tecovery in 2005 as well as lower facility costs and lower legal fees. The prior year included lease
termination charges. for excess facilities as well as legal fees incurred related to post-acquisition activities
associated with the Tellium merger. | . : , .

H

Purchased In-Process Research and D:evelopment

Purchised in-process research and development decreased 86% or $7.4 million to $1.2 million for 2005
compared 1o $8.6 million for 2004. In 2005 and 2004, we recorded in-process research and development charges
of $1.2 million and $8.6 million, respectively, relating to the acquisitions of Paradyne in 2005, and Sorrento and
Gluon in 2004 because technological feasibility for certain research and development efforts by these companies
had not been established and no future alternative uses for these research and development efforts existed.
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Amortization of Intangible Assets

Amortization of intangible assets increased $2.6 million to $12.5 million for 2005 compared to $9.9 million
for 2004. The increase was primarily attributable to incremental amortization expense relating to the acguisition
of Paradyne in September 2005.

Impalrment of Intangible Assets and Goodwnll

Impairment of intangible assets and goodwill increased $101.9 million to $102.1 million for 2005 compared
to $0.2 million for 2004. The increase was attributable to the impairment of goodwill of $55.2 million and
impairment of acquired intangibles of $46.9 million. We performed our annual goodwill impairment test during
the fourth quarter of 2005, which resulted in a non-cash goodwiil impairment Charge as the fair value of our
reporting unit, based on the market approach, was less than book value. See Note 3 to the consolidated financial
statements for further details. We also recorded a non-cash impairment charge for purchased intangibles which
represented the amount by which the carrying value of the purchased intangibles exceeded the fair value. The
primary circumstance leading to the impairment of intangibles was a decline in our projected future cash flows
" associated with technology and other intangibles acquired from our prior acquisitions. The impairment reflects a
more rapid decline in projected revenue from certain legacy products than previously anticipated as customers
transition. to next generation. products. The impairment charge in 2004 related to impairment of acquired
workforce from an acquisition as the majority of those employees were no longer employed by us.

Interest Expense

Interest expense for 2005 decreased by $0.6 million to $3.4 m11110n compared to 2004 due primarily to a
decrease in the outstanding debt balances

i

Interest Income

, Interest income for 2005 increased by $0.1 million to $1.4 million dne to higher average balances of cash
and short-term investments.

Other Income (Expense), Net

- Other expense was $0.5 million for 2005 compared to other income of $1.1 million for 2004. The change
was primarily due to losses on marketable securities and exchange losses on foreign currency transactions in
2005 as compared to exchange gains in 2004. We transact business in various foreign countries and are exposed
to currency exchange rate risk associated with foreign currency- denominated assets. and liabilities, pnmanly
inter-company receivables and payables. : ‘ e

Income Tax Provision '

During the years ended December 31, 2005 and 2004, we recorded an income tax provision of $0.2 miltion
related to foreign and state taxes. No deferred tax benefit was recorded due to our operating losses and net
operatmg loss carryforwards. Due to the significant uncertainty regarding the realization of our net deferred tax
assets, a fuil valuation allowance was recorded,

LIQUIDITY AND CAPITAL RESOURCES

QOur operations ar¢ financed through a combmanon of our existing cash,-cash equivalents and investments,
available credit facilities, and sales of eqmty and debt instruments, -based on our operating requirements and
market conditions.

At December 31, 2006, cash, cash equivalents and short-term investments were $64.3 million compared to
$71.1 million at Decernber 31, 2005. Total debt was $41.5 million at December 31, 2006 as compared to
$44.3 million at December 31, 2005. The decrease in cash and cash equivalents of $5.2 million was attributable
to net cash used in operating activities of $16.2 million, offset by.net cash provided by mvesung activities of
$10.8 miilion and net cash provided by financing activities of $0.1 million.,
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Operating Activities

Net ciash used in operating activiiies consisted of the net loss of $142.7 million, adjusted for non-cash
charges totaling $130.4 million and changes in operating assets and liabilities totaling $3.9 million. The most
significant components of the changes in operating assets and liabilities were a decrease in accrued expenses of
$5.2 millicn and an increase in accounts receivable of $3.1 million, offset by a decrease in mventories of
$3.3 million.

Investing Activities | L : »

B

Net cash provided by investing activities consisted primarily of cash acquired through the net sale of short-
term inveutments of $2.2 million and proceeds from the sale of patents and marketable securities of
$10.7 mitlion, offset by capital equnpmem purchases of $2.0 million.

F. inancing Activities ’.* ‘ _
Net cash provided by financing lactivities included proceeds from the issuance of common stock of
$2.3 million and proceeds from the repayment of officer loans of $0.6 million, offset by the repayment of debt of
$2.7 millicn primarily associated with a voluntary repayment of $1.5 million of debenture debt, $0.9 million
repayment of a note payable and $0.3 million of other principal debt payments on our secured real éstate loan.

¢ . ’ .

Cash Manugement

Our primary source of liquidity comes from our cash and cash equivalents and short-term investments,
which totaled $64.3 million at December 31, 2006, and our $25.0 million line of credit, under which
$14.5 million was cutstanding at December 31, 2006 and an additional $10.2 million was committed as security
for obligations under various letters of credit. Borrowings under the line of credit bear interest at the financial
institution’s prime rate or LIBOR plus 2.9%, at our election, provided that the minimum interest rate is 4.0%.
The interest rate was 8.25% at December 31, 2006. Our short-term investments are classified as
available-for-sale and consist of securities that are readily convertible to cash, including certificates of deposits,
commercial paper and government securities, with original maturities at the date of acquisition ranging from 90
days to one year. At current revenue levels, we anticipate that some portion of our existing cash and cash
equivalents and short-term investments will continue to be consumed by operations. Our accounts receivable,
while not considered a primary source of liquidity, represents a concentration of credit risk because a significant
portion of the accounts receivable baIance at any point in time typically; consists of a relatively small number of
customer azcount balances from companies in the telecommunications industry.

During the first quarter of 2007, we entered into an amendment to our existing $25 million revolving credit
facility and accounts receivable purchase facility with Silicon Vailey Bank (the “SVB Facilities”) providing for a
one year extension of the term of the SVB Facilities. Under the SVB Facilities, as amended, we have the’ option
of either borrowing funds at agreed upon rates of i interest or selling specific accounts receivable to Silicon Valley
Bank, on a limited recourse basis, at agreed upon discounts to the face amount of those accounts receivable, so
long as the aggregate amount of outstanding borrowings and the aggregate amount of our repurchaqe obligations
with respent to purchased accounts receivable do not exceed $25 million. The amounts borrowed under the
revolving credit facility will bear interest, payable monthly, at a ﬂoatmg rate that, at our option, is either
(1) Silicon Valley Bank’s prime rate, or (2) the sum of the' LIBOR rate plus 2.9%; provided that in either case,
the minimum interest rate is 4.0%. Our obtigations under the SVB Facilities remain secured by substantially all
of our assets and those of our subsidiaries, including our intellectual property. The SVB Facilities contain certain
financial covenants, and customary affirmative covenants and negative covenants.

Future Requirements and Funding Sourcev .

Our lixed commitments for cash expenditures consist primarily of payments under operating leases,
inventory purchase commitments, and payments of principal and interest for debt ebligations. Our current debt
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obligations include $7.4 million in convertible debenture debt that will become due, and is expected to be paid, in
August 2007, In addition,ras a result of the Paradyne acquisition, we assumed a lease commitment for facilities in
Largo, Florida. The term of the lease.expires in June 2012 and-had am estimated remaining obligation of
approximately $26.1 million as of December 31, 2006. We intend to continue to occupy.only a portion of these
facilities and are evaluating our options to exit the excess portion of the lease. We have recorded $4.5 million as
of December 31, 2006 in accordance with Emerging Issues Task Force Issue No. 95-3, Recognition of Liabilities
in Connection with a Purchase Business Combination (EITF 95 3, Wl‘llCh we believe is adequate to cover costs
mcurred to exit the excess pomon of these facilities.

N ]
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As A result of the financial-demands of major network deployments and the difficulty in accessing capital
markets, network service providers continue to request financing assistance from their suppliers. From'time to
time, we may prowde or commit to extend credlt or credit qupport 1o our customers. This financing may include
extendmg credlt to customers or guaranteeing the indebtedness of customers to third parties. Depending upon
market conditions, we may seek to factor these arrangements to financial institutions and investors to reduce the
amount of our financial commitments associated with such arrangements. For example, during the year ended
December 31, 2006, we sold $10.3 million of customer receivables to financial institutions on a non-recourse
basis. Qur ability to provide customer financing is limited and depends upon a number of factors, including our
capital ‘structure, the level of our. available credit and our ability to factor commitments to third parties. Any
extension of financing to our customers will limit the. capital that we have avaitable for other uses. As of
December 31, 2006, we did not have any significant customer financing commitments or guarantees.

In March 2004, we filed a Form S-3 Registration Statement which allows us to sell, from time 1o time, up to
$100 million of our common stock or other securities. Although we may use this multi-purpose shelf registration
to raise additional capital, there can be no certainty as to when or if we may offer any securities under the shelf
registration or what the terms of any such offering would be. . .

‘Based on’ our current plans and busmess condmons we believe that our exlstmg cash cash equivalents and
short-term _investments and . avallab[e crecllt facilities will be sufficient to satlsfy our anticipated cash
requirements for the foreseeable future. However we may require additional funds if our revenues or expenses
fail to meet our. current projections or to suppon other purposes. and may need to raise additiona! funds through
debt or equity financing or from 'other sources. There can be no assurances that additional funding will be
available at all, or that if available, such financing will be obtainable on terms favorable to us.

Off-Balance Sheet Arrangements and Aggregate Contractual Obhgatlons

- Owur prmClpal commitments as of December 31, 2006 congist of obligations under operating leases, line of
credit, debt and inventory purchase commitments. Refer. to Note.5 and Note 10 of our Notes to Consolidated
Financial Statemems for more detailed 1nf0rmauon At Deeember 31, 2006, .our estimated future contractual
commltmems by fiscal year were as follows (in thou%ands) . : ‘

]

' _ ' ' : " Payments due by penod

PR R 2012
Total 2007 2008 2009 2010 2011 and beyond
Operating leases ......%........ e $27,962 * $ 5300 $4,652 $4,575. $4478 $ 4478  $4,479
Lineofcredit ...................... 14,500 14,500 —_ — — — —
Debt ........... e 27,049 7,673 280 , 310, 338 18448 = —
Inventory purchase commitments ... . ... .81 81— - — — —
LTotal i $69,592 '$27 554 $4 932 $4 885 $4 816 $22 926  $4,479

Yoy v N . - P ! 'Y ' T

Leases . . _ ) - .

- The oOperating lease amounts shown above represent off-balance sheet arrangements to the extent that a
liability is not already recorded on our balance sheet. For operating lease commitments, a liability is generally not
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recorded on our balance sheet unless the facﬂlty represents an excess facility for which an estimate of the facility
exit costs has been recorded on our ba]ance sheet. For operating leases that include contractual commitments for
operating expenses and maintenance, esnmates of such amounts are included based on current rates. Payments
made under operating leases will be Lreated as rent expense for the facilities currently being utilized,

Line of Credit and Debt .

The debt and line of credit obligations have been recorded on our balance sheet. The debt obligation
amounts shown above represent the scheduled principal repayments, but not the associated interest payments
which may vary based on changes in market interest rates. At December 31, 2006, the interest rate on our
outstanding debt obhgatlons ranged from 7 5% to 8.4%.

As of December 31, 2006, we had $l4 5 million outstanding under our line of credit and an additional
$10.2 million committed as security for: vanous letters of crcdlt as discussed in Note 5 to the consolidated
financial statements.

1
Inventory purchase commitments ’

. ! . . '
Inventory purchase commitments represent the amount of excess inventory purchase commitments that have
been recorded on our balance sheet at D;cember 31, 2006.

Recent Accounting Pronouncements |

SFAS 157 -- Fair Value Measurements } !

In September 2006, the FASB issued Statement of Financial Accounting Standards No. 157, Fair Value
Measurements (SFAS 157) which dcfinfzs fair value, establishes guidelines for measuring fair value and expands
disclosures regarding fair value measurements. SFAS 157 does not require any new fair value measurements but
rather eliminates inconsistencies in gu1dance found in various prior accounting pronouncements, SFAS 157 is
effective for fiscal years beginning after November 15, 2007. Earlier adoption is permitted, provided the
company has not yet issued financial statements, including for interim periods, for that fiscal year. We are
currently evaluating the impact of SFAS: 157, but do not expect the adoption of SFAS 157 to have a material
impact on our consohdated financial statements '

,I .
FIN 48 — Accounting for Uncertainty in;lncome Taxes

In July 2006, the FASB issued Fihdncial Interpretation No. 48, Accounting for Uncertainty in Income
Taxes—an interpretation of FASB State}n'{:'m No. 109 (FIN 48), which is a change in accounting for income taxes.
FIN 48 specifies how tax benefits for uncertain tax positions are to be recognized, measured, and derecognized in
financial statements; requires certain disclosures of uncertain tax matters; specifies how reserves for uncertain
tax positions should be classified on the balance sheet; and prowdes transition and interim period guidance,
among other provisions. FIN 48 is cffectlve for fiscal years beginning after December 15, 2006. We do not
expect the adoption of FIN 48 to have a’ ' material impact on our consolidated financial statements.

) ! ]
SAB 108 - Considering the Effects of Prior Year Misstatements When Quantifying Misstatements in Current Year
Financial Statements !

In September 2006, the SEC issued SAB No. 108, Considering the Effects of Prior Year Misstatements When
Quantifying Misstatements in Current Year Financial Statements (SAB 108), which provides interpretive guidance
on how registrants should quantify financial statement misstatements. Under SAB 108 registrants are required to
consider both a “rollover” method which: focuses primarily on the income statement impact of misstatements and
the “iron curtain” method which focusgizs'; primarily on the balance sheet impact of misstatements. The transition
provisions of SAB 108 permit a registrant to adjust retained eamings in the year of adoption for the cumulative
effect of itnmaterial errors relating to prior years. We were required to adopt SAB 108 in our current fiscal year. The
adoption of SAB 108 did not have a material impact on our consolidated financial statements.

Yy
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.« RISK FACTORS - .. Lo

Forward-Looking Statements - Co : o

This Annuat Report, including “Management’s Discussion and Analysis of Financial Condition and Results

of Operations,” contains forward-looking statements regarding future events and our future results that are
subject to the safe harbors created under the Securities Act of 1933 and the Securities Exchange Act of 1934.
These statements are based on current expectations, estimates, forecasts and projections about the’ industries in
which we operate and the beliefs and assumptions of our management: We use words such as “anticipate,”
“believe,” * 7 “could,” “‘estimate,” “expect,” “goal” “intend,” *may,” “plan,” “project,” “seek,”

LI M ad M ic LIS LEIYY

continue,

“should,” “target,” “will,” “would,” variations of such words and similar expressions to identify forward-looking

statements. In addition, statements that refer to projections of earnings, revenue, costs or other-financial items;
anticipated growth and trends in our business or key markets; future growth and revenues from our Single Liné
Multi-Service: (SLMS) products; future "economic conditions and’ performance; anticipated performance of
products or services; plans, objectives and strategies for future operations; and other characterizations of ‘future
events or circumstances, are forward-looking statements. Readers are cautioned that these forward-looking
statements are only predictions and are subject to risks, uncertainties and assumptions that are difficult to predict,
including those identified in this section entitled “Risk Factors,” elsewhere in this report,and in our most recent
reports on Forms 10-K, 10-Q and 8-K. Therefore, actual results may differ materially and adversely from those
expressed in any forward- lookmg statements We undertake o obligation to rev1se or update any forward-

loolong statements for any reason. . L
- - vt T : ' _' - . . . e

A L L ,

Our fu_ture‘operatin‘g,results are difficult to predict and our stock price may continue to be.volatile. . ‘

As a result of a variety of factors discussed in this report, our revenues for a particular quarter are difficult to

_predict. Our revenue and operating results may vary significantly from quarter to qlarter due to a number of

factors, many of which are outside of our control The pnmary factors that may affect our results of operattons
include the followmg - , r “

t P . F B

.. commerc1a] acceptance of our SLMS products; . e
. f]uctuatlons in demand for network access products < . o a
. the t1m1ng and size of orders from customers; i
* the ability of our customers to finance their purchase of our products as well as thetr own operations;
* new product introductions, enhancements or announcements by our competitors;

* our ability to develop, mtroduce and ship new products and product enhancements that meet ‘customer
requirements in a timely manner; )

. changes in our pncmg policies or the pncrng pohcnes of our compeutors

* the abtllty of our company and our contract manufacturers to attain and mamtam productlon volumes
" and quahty levels for our products;

. : s . ‘ .

*  our ablhty to obtain sufﬁcrent supplies of sole or hm1ted source components

* increases in the prices of the components we purchase -or quality problems associated- with these
components;

o ! *
' y . L r N

. unanticipated changes in regulatory requirements which may requrre us to rede51gn pomons of our
products;

* . changes in accounting rules, such as recording expenses for employee stock option grants;
* integrating and operating any acquired businesses; )
. .~ ' g - '

-+ our ability to achieve targeted cost reductions; S iy J

+
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how well we execute on our strategy and operating plans; and

» general economic conditions as well as those specific to the communications, internet and related
industries.
. \ : .

Any of the foregoing factors, or any other factors discussed elsewhere herein, could have a material-adverse
effect on our business, results of operations, and financial condition that could adversely affect our stock price. In
addition, public stock markets have experienced, and may in the future experience, extreme price and trading
volume volatility, particularly in the technology sectors of the market. This volatility. has significantly affected
the market prices of securities of many technology companies for reasons frequently unrelated to or
disproportionately impacted by the operating performance of these companies. These broad market fluctuations
may adversely affect the market price of our common stock. In addition, if our average market capitalization falls
below the ciurying value of our assets for an extended period of time, this:may indicaie that the fair value of our
net assets is below their carrying value, and may result in recording impairment charges related to our goodwill
and other intangible assets. At December 31, 2006, we had goodwﬂl with a carrymg vatue of $70.7 million.

i \ * . . .o
We have incurred significant losses to date and expect that we will continue to incur losses in the
foreseeable future. If we fail to generate sufficnent revenue to achieve or sustain profi tab:hty, our stock’
price could decline. - - : -

We have incurred significant Iosses to date and expect that we will continue to incur losses in the
foreseeable future. Our net losses for 2006 and 2005 were $142.7 million and $126.9 million, respectwely, and
we had an accumulated deficit of $901.0 million at December 31, 2006. We have significant fixed expenses and
expect that e will continue to incur substantial manufacturing,  research and product development, sales and
marketing, customer support,. administrative and other expenses in connection with the ongoing development of
our busines:.. In addition, we may be requlred to-spend more on research and product development than originally
budgeted to respond to 1ndl_15try trends. We may also incur significant new costs related to acquisitions and the
integration »of new technologies and other acquisitions that may occur in the future, We may not be able to
adequately control costs and expenses or achieve or maintain adequate operating margins. As a result, our ability
to achieve and sustain profitability will depend on our ability to generate and sustain substantially higher revenue
while maimaining reasonable cost and expense levels. If we fail to generate sufficient revenue to achieve or
sustain profitability, we will continue to incur substantial operating losses and our stock price could decline.

We have significant debt obligations, whlch could adversely affect our business, operating results’and
financial cendition.

As of December 31, 2006, we hadla;ﬂproximately.$4l.5 million of total debt, of which $22.1 million was
current and $19.4 million was long-term. Our debt obligations could materially and adversely affect us in a
number of ways, including:

«  limiting our ability to obtain addluonal financing in the future for working capltal capltal expenditures,
acquisitions or general corporate purposes;
* limiting our flexibility to plan for or react to, changes in our business or market conditions;

*  requiring us to use a significant portion of any future cash flow from operations 1o repay or service the
1 debt; thereby reducing the amount of cash available for other purposes; '

« making us more highly Ieveraged than some of our competitors, which may place us at a competitive
dltadvantage and . ‘ . oo ‘

+ making us more vulnerable to the impact of adverse economic and industry conditions and increases in
interest rates. cett : S -
-
i . +
We cannot assure you that we will be able to generate sufficient cash flow in amounts sufficient to enable us
10 service our debt or to meet our working capital and capital expenditure requirements. If we are’ unable to
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generate sufficient cash flow from operations or to borrow sufficient funds to service our debt, due to borrowing

base restrictions or otherwise, we may be required to selt assets, reduce capital expenditures or obtain additional

financing. We cannol assure you that we will be able to engage in any of these actions on réasonable terms, if at
all. S : ‘ o . .
If we are unable to obtain additional capital to fund our existing and future operations, we may be

required to reduce the scope of our planned product development, and marketing and sales efforts, which -

would harm our business, financial condition and results of operations.

The deve]opmem and ma:ketmg of new products and the expansmn of our direct sales operatioris and
assocmted support personnel requires a srgmﬁcant ‘commitment of resources. We may contmue to incur
mgmﬁcant ‘operating | losses or expend significant amoums of capital if:

+ . the market for our products develops more slowly than anticipated;
e T we fail to establlsh market share or generate revenue at antlmpated levels
. our capital expenduure forecasts change or prove maccurate or .

« we fail to respond to unforeseen challenges or take advantage of unanticipaied opportunities.

As a result, we may need to raise substantial additional capital. Additional capital, if required, may not be
available on acceptable terms, or at all. If additional capital is raised throvgh the issuance of debt securities, the
terms of such debt could impose financial or other restrictionis ofi our operations. If we are unable to obtain
additional capital or-are-required 10 obtain additional capital on terms that-are not favorable to us, we may be
required to-reduce the scope of our planned product development and sales and marketing efforts; which would
harm our business, financial condition and results of operations.

B

. v L . '

If demand for our SLMS products does not develop, then our results of operatmns and financial condition
will be adversely affected.

Our, future revenue depends signifi icantly on our ability to successfully develop, enhance and market our
SLMS products to the network service provider market, Most network service providers have made substantial
investments in their .current infrastructure, and they may elect to remain with their current archnectures or to
adopt new a:chltectures such as SLMS in limited stages or over extended periods of time. A decision by a
customer to purchase our SLMS products will involve a s1gmﬁcant capital investment. We must convince our
service prov1der customers that they will achieve substantial benefits by deploying our products for future
upgrades or expansions. We do not know whether a viable market for our SLMS products will develop or be
sustainable. If this market does not develop or develops more slowly than we expect, our business, financial

condition and results of operations will be seriously harmed.
MR . . ' - o

We depend.upon the development of new products and enhancements to existing products, and if we fail to
predict and respond to emerging technological trends and customers’ changing needs, our operatmg
results and market share may suffer. . ‘

“The markets for our products are characterized by rapidly chenging technology, evolving industry standards,
changes in end-user requirements, frequent new product introductions and changes in communications offerings
from- network service prdvider customers. Our future success depends on our ability to anticipate or adapt to such
changes and to offer, on a timely and cost-effective basis, products that meet changing customer demands and
industry standards. We may not have sufficient resources to successfully and accurately anticipate customers’
changing needs “téchnological’ trends, manage long development cycles or develop, introduce and market new
products and enhancements. The process of developing new technology is complex and uncertain, and if we fail
to develop new products or enhancements to existing products on a timely and cost-effective basis, or if our new
products or’enhancements fail to achieve market acceptance, our, business, financial condition and results of
operations would be.materially adversely affected.
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Because our products are complex and are deployed in complex environments, our products may have
defects that we discover only after full deployment, which could seriously harm our business.

We produce highly complex products that incorporate leading-edge technology, including both hardware
and software. Software typically contail}s defects or programming flaws that can unexpectedly interfere with
expected operations. In addition, our products are complex and are designed to be deployed in large quantities
across complex networks: Because of the nature of these products, they can only be fully tested when completely
deployed in large networks with high amounts of traffic, and there is no assurance that our pre-shipment testing
programs will be adequate to detect all defects. As a result, our customers may discover errors or defects in our
hardware o1 software, or our products may not operate as expected, after they have been fully deployed. If we are
unable to cure a product defect, we could experience damage to our reputation, reduced customer satisfaction,
loss of existing customers and failure to attract new customers, failure to achieve market acceptance, reduced
sales opportunities, loss of revenue and market share, increased service and warranty costs, diversion of
development resources, legal actions by -our customers, and increased insurance costs. Defects, integration issues
or other performance problems in our products could also result in financial or other damages to our customers,
Qur customers could seek damages for i‘elmed losses from us, which could seriously harm our business, financial
condition aad results of operations. A product liability claim brought against us, even if unsuccessful, would
likely be time consuming and costly. The occurrence of any of these problems would sericusly harm our
business, financial condition and results Bf operations.

i

1,
A shortage of adequate component supply or manufacturing capacity could increase our costs or cause a
delay in our ability to fulfill orders, and our failure to estimate customer demand properly may result in
excess or obsolete component inventories that could adversely affect our gross margins.

Occasionally, we may experience a supply shortage, or a delay in receiving, certain component parts as a
result of strong demand for the component parts and/or capacity constraints or other problems experienced by
suppliers. Ii shortages or delays persist, the price of these components may increase, or the components may not
be available at all, and we may also encoumer shortages if we do not accurately anticipate our needs. Conversely,
we may nct be able to secure enough componenls at reasonable prices or of acceptable quality to build new
products in a timely manner in the quanlmcs or configurations needed. Accordingly, our revenue and gross
margins conld suffer until other sources can be developed. Our operating results would also be adversely affected
if, anticipating greater demand than acmally develops, we commit to the purchase of more components than we
need. Furthermore, as a result of binding price or purchase commitments with suppliers, we may be obligated to
purchase components at prices that are!higher than those available in the current market. In the event that we
become committed to purchase components at prices in excess of the current market price when the components
are actually used, our gross margins cm.dd‘ decrease.

We rely on contract manufacturers for a portion of our manufacturing requirements.

We rely on contract manufacturcrs‘: to perform a portion of the manufacturing bperations for our products.
These contract manufacturers build product for other companies, including our competitors. In addition, we do
not have contracts in place with someé of these providers and may not be able to effectively manage those
relationships. We cannot be certain that our contract manufacturers will be able to fill our orders in a timely
manner. We face a number of risks assdciatcd with this dependence on contract manufacturers including reduced
control over delivery schedules, the potential lack of adequate capacity during periods of excess demand, poor
manufacturing yields and high costs, quality assurance, increases in prices, and the potential misappropriation of
our intellectual property. We have experienced in the past, and may experience in the future, problems with our
contract manufacturers, such as inferior quality, insufficient quantities and late delivery of products.

:

We depend on sole or limited source s;uppliers for several key components. If we are unable to obtain these
components on a timely basis, we will be unable to meet our customers’ product delivery requirements,
which would harm our business. } !

We currently purchase several ke§ components from single or a limited number of suppliers. If any of our
sole or limited source suppliers experience capacity constraints, work stoppages or any other reduction or

a4
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disruption in output, they may be unable to meet our delivery schedules. Our suppliers may enter into exclusive
arrangements with our competitors, be acquired by our competitors, stop selling their products or components to
us at commercially reasonable prices, refuse to sell their products or components to us at any price or be unable
10 obtain or have difficulty obtaining components for their products from their suppliers. If we do not receive
critical components from our sole or limited source suppliers in a timely manner, we will be unable to meet our
customers’ product delivery requirements. Any failure to meet a customer’s delivery requirements could
materially adversely affect our business, operating results and financial condmon and could materially damage
customer relationships. :

_ Our target customer base is concentrated, and the loss of one or more of our customers could harm our
business. ’

- 3

The target customers for our products are network service providers that operate voice, 'data and video
communications networks. There are a limited number of potential customers’in our target market. While no
customer accounted for more than 10% of our revenue in 2006 or 2005, one customer accounted for 15% of our
revenue during the year ended December 31, 2004. Also, we expect that a significant portion of our future

revenue will depend on sales of our products to a limited number of customers. Any failure of one or more |
customers to purchase products from us for any reason, including any downturn in their businesses, would

seriously harm our business, financial condition and results of operations.

Industry consolidation may lead to increased competition and may harm our operating results.

" There has been a trend toward industry consolidation in the communications equipment market for several
years, We expect this trend to continue as companies attempt to strengthen or hold their market positions in an
evolving industry and as companies are acquired or are unable to continue: operations. We believe that industry
consolidation may result in stronger competitors that are better able to compete as sole-source vendors for
customers. This could have a material adverse effect on our business, financial condition and results of
operations. Furthermore, rapid consolidation could result in a decrease in the number of customers we serve.

Loss of a major customer could have a material adverse effect on our business, ﬁnanc1al condition and results of !

operatlons

We are exposed to the credit risk of some of our customers and to credit exposures in weakened markets,

which could result in matenal losses.
3 18 t v

Industry and economlc condltlons have weakencd the financial posmon of some of our customers To sell to |
some of these customers, we may be required to assume incremental risks of uncollectible accounts. While we ;
monitor these situations carefully and attempt to take appropriate measures to protect ourselves, it is possible that |

we may have to defer revenue until cash is collected or write down or write off uncollectible accounts. Such
write-downs or write-offs, if large could have a material adverse effect on our operating resu]ts and financial
condition. : -

The market we serve is highly competitive and we may ;iot be Ihble to compete successfully.

Competition in the communications equipment market is intense. This market is characterized by rapid
change, converging technologies and a migration to networking solutions that offer superior advantages. We are
aware of many companies in related markets that address particular aspects of the features and functions that our
products provide. Currently, our primary competitors include Alcatel-Lucent, Calix, Huawei, Occam Networks
and Pannaway, among others. We also may 'face competition -from other large communications equipment
companies or other companies that may enter our market in the future. In addition, a2 number of companies have
introduced products that -address the same network needs that our products address, both domestically and

abroad. Many of our competitors have longer operating histories, greater name recognition, larger customer bases

and greater financial, technical, sales and marketing resources than we do and may be able to undertake more
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extensive marketing efforts, adopt more? aggressive pricing policies and provide more customer financing than
we can. In particular, we are encounterir}g. price-focused competitors. from Asia, especially: China, which places
pressure on us.to reduce our prices: If our competitors offer deep discounts on certain products, we may need to
lower prices or offer other favorable terms in order to compete successfully. Moreover, our competitors may
foresee the course of market developmems more accurately than we do and could develop new technologies that
render our products less valuable or obso}ete . . . ,

' B -

In our markets, principal'compe[itive factors include:
» product performance; 1 i
» intcroperability with existing 'prcjndlixcts;
+ scalability and upgradeability; F
+ conformance to standards;

+  breadth of services;

B e g A e =

+ reliability;
= ease of installation and use; j : : : L

+ geographic footprints for products

+ ability to provide customer ﬁnal}cmg,
P . . .
«  price; S i . ’ o . .
+ technical support and customer service; and- P -.- e .

i - . ' i i

»  brand recognition.

‘

e AT

. If we are unable to compete successful]y against our current and future compeutors, we may have difficulty
obtalnmg oc retaining customers, and we could experience price reduct:ons order cancellations, increased
expenses and reduced gross margins, any of which could have a material adverse effect on our business, financial

.

condition and results of operauons ]

. i !‘ (‘
Qur success largely depends on our ablllty to retain and recruit key personnel and any fallure to do SO
would harnt our ability to meet key objectlves. : :

i

. Our future success depends upon the continued services of our execunve ofﬁcerq and our ability to 1dent1fy,
attract and retain highly skilled techmcal managerial, sales and marketing personnel who have critical industry
experience and relationships that we rely on to build our busmess _including- Morteza Ejabat our co-founder,
Chairman, President and Chief Executive Qfﬁcer, and Kirk Mlsaka, our Chief Financial Officer. The loss of the
services of uny of our key employees, iﬁcluding Messrs. Ejabat and Misaka, could delay the development and
production of our products and negatwely impact our ability to mamtam customer relatlonshlps Wl’llCh would
harm our business, financial condition and results of operations. -t

. i,‘
1 3

* .

Any strategnc acquisitions or mvestments we make could dlsrupt our operations and harm our operatmg
results. i

As of December 31, 2006, we had:acquired twelve companies or product lines since we. were founded in
1999. Further, we may acquire additional businesses, products or technologies in the future. On an ongoing basis,
we may evaluate acquisitions of, or, investments. in,r complementary companies, products or technologies to
supplement our internal growth. Also, injthe future, we may encounter dlfﬁcultles identifying and acquiring

suitable acqnisition candidates on reasonable terms. - . - ¢ P - "
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If we do complete future acquisitions, we could: ©= = .. .. : . , S

* issue stock that would dilute our current stbckholders’ percengage ownership;

* * consume a substantial portion of our cash resources; o T ’ 4
* incur substantial debt o ‘

* assume liabilities;

* increase our ongomg operaling expenses and level of fixed costs;

¢ record goodwﬂl and non- amomzable mtanglble ‘assets that will be subject to xmpamnent testmg and
potential periodic impairment charges

. 1ncur arnomzatlon expenses related to certain mtang1ble assets;
« incur large and immediate write-offs; and SRS v o

. -.' become subject to litigation.

Any acquisitions or investments that we make in the future will involve numerous risks, including:

+ difficulties " in mtegratmg lhe operations, technologles products and pers'onnel of the acquired
compames ! ' ' s '

. unant1c1pated costs; .- : T . - - A C

» diversion of management s tlme and attention away from normal daily operations of the busmess and
the challenges of managing larger and more widespread operauons resulting from acquisitions;

» difficulties in entering markets in which we have no or limited prior experience;

» insufficient revenues to offset increased expenses associated with acquisitions and where competitors in
such markets have stronger market positions; and .

+ potential loss of key employees, customers, distributors, vendors and other business partners of the
companies we acquire following-and continuing after announcement of acquisition plans.

Mergers and acquisitions of high-technology companies are inherently risky and subject to many factors
outside of our control, and we cannot be certain that our previous or future acquisitions will be successful and
will not materially adversely affect our business, operating results or financial condition. . We do not know
whether we will be able to successfully integrate the businesses, products, technologies or personnel that we
might acquire in the future or that any strategic investments we make will meet our financial or other investment
objectives, Any failure to do so could seriously harm our business, financial condition and results of operations,

Ve

+

We have been, and may continue to be, adversely affected by unfavorable economic and market
conditions, and geopolitical uncertainties.

1

Economic conditions worldwide have contributed ‘to slowdowns in the communications industry and may
impact our business. Qur customers and potential customérs ‘coitinue to expefience a severe economic slowdown
that has led to significant decredses in their revenues. For most of the last decade, the markets for our equipment
have been influenced by the entry into the communications services business of a substantial number of new
companies. In the United States, this was due largely to changes in the regulatory environment, in particular
those brought about by the Telecommunications Act of 1996. These new companies ralsed sngmﬁcant amounts of
capital, much of which they invested in new equipment, causing acceleration in the growth of the markets for
communications equipment. More recently, there has been a reversal of this trend, including the failure of a large
number of the new entrants and a sharp contraction of the availability of capital to the industry. This industry
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trend has bezn compounded by the weakness in the United States economy as well as the economies in virtually
all of the countries in which we market our products. In addition, the continuing turmoil in the geopolitical
environment. in many parts of the world, including terrorist activities and military actions, particularly the
continuing t2nsion in and surrounding Irag, may continue to adversely affect.global economic conditions. If the
economic and market conditions in the United States and the rest of the world do not improve, or if they
deteriorate, we may experience materlal _adverse impacts on our business, operating results and financial
condition.

Sales to communications service prowders are especlally volatile, and weakness in sales orders from this
industry may harm our operatmg results and financial condition.

Sales activity in the service provider industry depends upon the stage of completion of expanding network
infrastructures, the availability of funding, and the extent to which service providers are affected by regulatory,
economic and business conditions in the country of operations. Although some service providers may be
increasing capital expenditures over the depressed levels that have prevailed over the last few years, weakness in
orders from this industry could have a material adverse effect on our business, operating results and financial
condition. Slowdowns in the general economy, overcapacity, changes in the service provider market, regulatory
developments and constraints on capital availability -have had a material adverse effect on many of our service
provider customers, with many of these customers going out of business or substantially reducing their expansion

* plans. These conditions have materially harmed our business and operating results, and we expect that some or

all of these conditions may continue for the foreseeable future. Finally, service provider customers typically have
longer implementation cycles; require a broader range of service including design services; demand that vendors
take on a lurger share of risks; often require acceptance provisions which can lead to a delay in revenue
recognition; and expect ﬁnancmg from vendors All these factors can add further risk to business conducted with
service providers.

5‘ 3
Decreased cffectiveness of share-based compensatlon could adversely affect our ability to attract and
retain employees. o

We have historically used stock options as a key component of our employee compensation program in
order to align the interests of our employees with the interests of our stockholders, encourage employee retention
and provide competitive compensation and benefit packages. In the first quarter of 2006, we adopted Statement
of Financial Accounting Standards No. 123 (revised 2004), Share-Based Payment (SFAS 123R), which required
the measurcment and recognition of c'ompensation expense for all share-based payment awards made to
employees and directors based on estimated fair values. As a result, starting with fiscal 2006, .our operating
results contain a charge for share-based compensation expense related to employee stock options and employee
stock purchases. This charge is in addition to share-based compensation expense we have recognized in prior
periods related to stock options under APB Opinion No. 25. As a result of the adoption of SFAS 123R, beginning
with fiscal 2006, our earnings were lower than they would have been had we not been required to adopt
SFAS 123R. This will continue to be the case for future periods. We cannot predict the effect that this adverse
impact on cur reported operating results will have on the trading price of our common stock. In addition, in
recent periods, some of our employee stock options have had exercise prices in excess of our stock price, which
reduces their value to employees and could affect our ability to retain present, or attract prospective employees.
Moreover, difficulties relating to oblammg stockholder, approval of equity compensation plans could make it
harder or more expensive for us to grant shgire -based payments to employees in the future.

¢
Due to the international nature of our i)usiness, political or economic changes or other factors in a specific

country or iregion could harm our future revenue, costs ‘and expenses and financial condition.
- [ -

We currently have international operations consisting of sales and technical support teams in various
locations around the world. We expect to continue expanding our international operations in the future. The
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successful management and expansion of our international operations requires significant human effort and the
commitment of substantial financial resources. Further, our international operations may be subject to certain
risks and challenges that could harm our operating results, including:

« trade protection measures and other regulatory requirements which may affect our ability to import or
export our products into or from various countries;

'

» political considerations that affect service provider and government spending patterns;
»  differing technology standards or customer requirements;
« developing and customizing our products for foreign countries;

« fluctuations in currency exchange rates; N .
+ longer accounts receivable collection cycles and financial instability of customers; '
= difficulties and excessive costs for staffing and managing foreign operations; : '

+ potentially adverse tax consequences; and \ ;‘

» changes in a country’s or region’s political and economic conditions.
Any of these factors could harm our existing international operations and business or impair our ability to :
continue expanding into international markets. :

Compliance or the failure to comply with current and future environmental regulations could cause us
significant expense.

We are subject to a variety of federal, state, local and foreign environmental regulations. If we fail to
comply with any present and future regulations, we could be subject to future liabilities, the suspension of
production or a prohibition on the sale of our products. In addition, such regulations could require us to incur
other 51gmﬂcant expenses to comply with environmental regulations, including expenses associated with the |
redesign of any non-compliant product. From time to time new regulations are enacted, and it is difficult to
anticipate how such regulations will be implemented and enforced. For example, in 2003 the European Union
enacted the Restriction on the Use of Certain Hazardous Substances in Electrical and Electronic Equipment
Directive (RoHS) and the Waste Electrical and Electronic Equipment Directive (WEEE), for implementation in -
European Union member states. We are aware of similar legislation that is currently in force or is being

considered in the United States, as well as other countries, such as Japan and China. Our failure to comply wnh
any of such regulatory requlrements or contractual obligations could result in our being liable for costs, ﬁnes, |
penalties and third-party claims, and could jeopardize our ablhty to conduct business in countnes in the:
jurisdictions where these regulations apply.

Adverse resolution of litigation‘may harm our operating results or financial condition. o

We are a party to various lawsuits and claims in the normal course of our businéss. Litigation can be’
expensive, lengthy, and disruptive to normal business operations. Moreover, the results of complex legal
proceedings are difficult to predict. An unfavorable resolution of a particular lawsuit could have ‘a material-
adverse effect on our business, operating results and financial condition. For additional mformauon regarding
lmgauon in which we aré involved, see Note 11 to our consolidated ﬁnanc:lal statements.

Our inteflectual property rights may prove difficult to enforce.

We generally rely on a combination of copyrights, patents, trademarks and trade secret laws and restrictions
on disclosure to protect our intellectual property rights. We also enter into confidentiality or license agreements
with our employees, consultants and corporate partners, and control access to and distribution of our proprietary “
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information. Despite our efforts to protect our proprietary rights, unauthorized parties may attempt to copy or
otherwise obtain and use our products or technology. Monttoring unauthorized use of our technology is difficult,
and we do not know whether the steps we have taken will prevent unauthorized use of our technology,
particularly in foreign countries where the laws may not protect our proprietary rights as extensively as in the
United States. While we are not dependent on any individual palents if we are unable to protect our proprietary
rights, we may find ourselves at a competitive disadvantage to others who need not incur the substantial expense,
time and effort required to create the innovative products.

H

‘We may be subject to intellectual property mfrmgement c!alms that are costly and time consummg to
defend and could limit our ability to use some technologies in the future.

Third parties have in the past and may in the future assert claims or initiate litigation related to patent,
copyright, rademark and other intellectual property rights to technologies and related standards that are relevant
to us. The auserted claims or initiated liligation can include claims against us or our manufacturers, suppliers or
customers alleging infringement of their. proprietary rights with respect to our existing or future products, or
components of those products. We have received correspondence from companies claiming that many of our
products are using technology covered by or related to the intellectual property rights of these companies and
inviting us to discuss licensing arrangements for.the use of the technology. Regardless ofi the merit of these
claims, intellectual property litigation can be time consuming and result in costly litigation and diversion of
technical and management personnel. Any such litigation could force us to. stop selling, incorporating or using
our products that include the challenged intellectual property, or redesign those products that use the technology.
In addition, if a party accuses us of infringing upon its proprietary rights, we may have to enter into royalty or
licensing agreements, which may not be available on terms acceptable to us, if at all. If we are unsuccessful in
any such litigation, we could be subject to significant liability for damages and loss of our proprietary rights. Any
of these results could have a material adverse effect on our business, financial condition and results of operations.

We rely on the availability of third party licenses. : *

“Many of our products are désigned :to include software or other intellectual property licensed from third
parties. It may be necessary in thé future to seek or renew licenses relating to various elements of the technology
used to develop these products. We cannot assure you that our existing and fUture third-party licenses will be
available to us on commercially reasonable terms, if at all. Our inability to maintain or obtain any third-party
license requized to sell or develop our products and product enhancements could require us to obtain substitute
technology of lower quality or performane’e standards, or at greater cost.
The long and variable sales cycles for our products may cause revenue and operating results to vary
significantly from quarter to quarter.

The target customers for our products have substantlal and complex networks that they traditionally expand
in large increments on a periodic basis. Accordingly, our marketing efforts are focused primarily on prospective
customers that may purchase our products as part of a large-scale network deployment. Our target customers
typically require a lengthy evaluation, testing and product qualification process. Throughout this process, we are
often required.to spend considerable time and incur significant expense educating and providing information to
prospective customers about the uses and features of our products. Even after a company makes the final decision
to purchase our products, it may deploy our products over extended periods of time. The timing of deployment of
our products varies widely, and depends on.a number of factors, including our customers’ skill sets, geographic
density of potential subscribers, the degree of configuration and integration required to deploy our products, and
our customers’ ability to finance their purchase of our products as well as their operations. As a result of any of
these factors, our revenue and operating results may vary significantly from quarter to quarter.

The communications industry is subject“ to government regulations, which could harm our business.

The Federal Communications Commission, or FCC, has jurisdiction over the entire communications
industry in the United States and, as a result, our existing and future products and our customers’ products are

|
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subject to FCCtules and regulations. Changes to.current FCC rules and regulations and future FCC rules and
regulations could negatively affect our business. The uncertainty associated with future FCC decisions may cause
network service providers to delay decisions regarding their capital expenditures for equipment for :broadband
services, In addition, international regulatory bodies establish standards that may govern our products in foreign
markets. Changes to or future domestic and international regulatory requrrements could result in postponeiments
or cancellations of customer orders for our products and services, which would harm our business, financial
condition and results of operations. Further, we cannot be certain that we will be successful in obtaining or
maintaining regulatory approvals that may, in the future, be required to operate our business.

b

The ability of unaffiliated stockholders to influence key transactions, including changes of control, may be
limited by srgmﬁcant insider ownership, provisions of our charter documents and provisions of Delaware
law, : . .

At December 31, 2006, our executive officers, directors and entities affiliated with them beneficially owned,
in the aggregate, approximately 25% of our outstanding common stock. These stockholders, if acting together,
will be able tosinfluence substantially all matters requiring approval by our stockholders, including the election of
directors and the approval of mergers or other business combination transactions. Circumstances may arise in
which the interests of these stockholders could conflict with the ,interests of our. other stockholders These
stockholders could delay or prevent a change in control of our company even if such a transactron would be
beneficial to ‘our other stockholders. In. addition, provisions of our cemficate of 1ncorporat10n bylaws and
Delaware law could make it mere difficult for a third party to acquire us, even if domg so would be beneficial to
certain stockholders. A . o . ) ‘ »

Our husiness and operations are especially subject to the risks of earthquakes and other natural
catastrophic events.

Qur corporate headquarters, including a significant portion of our research and development operations, are
located in Northern California, a region known for seismic activity, Additionally, some of our facilities,
mcludmg oneof our manufacturrng facilities, are located near geographtc areas that have ‘experienced hurricanes
in the past. A s1gn1ﬁcant natural disaster, such as an earthquake hurricane, fire, flood or other catastrophic event,
could severely affect out ability to conduct normal busmess operanons and as a result -our future operating
results could be materially and adversely a.ffected

A
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MARKET PRICE, DIVII;ENDS AND RELATED STOCKHOLDER MATTERS
|

i

Price Range of Common Stock

e

t
Our common stock is listed on the Nasdaq Global Market under the symbol “ZHNE”. The following table
sets forth, for the periods indicated, the hlgh and low per share sales prices of our common stock as-reported on

Nasdag. i 1{ f '
R
2006 e ‘
o High  Low

Feurth Quarter ended December 3L,2006 ... %155 %097 .
Third Quarter ended September 30,2006 .. 2.10 1.03
Second Quarter ended June 30, 2006 .............................. 2.73 1.81

_ First Quarter ended March 31, %006 ..... U f e . 2.87 2.03
2005: ' N -

. i ;{ _ High + Low

Fourth Quarter ended December 31,2005 ............... I $267 $195
Third Quarter ended September 30, 2005 e R 3.81 235
Second Quarter ended June 30, 2005 - ......................... 345 1.80
First Quarter ended March 31, %QOS ..... R R P e 28 192

As of December 31, 2006, there ':vere 1,917 registered stockholders of record. A substantially greater
number of holders of Zhone common sfock are “street name” or beneficial holders, whose shares are held of
record by banks, brokers and other ﬁnanc1a1 1nstttut10ns e ’

Dividend Policy - N 5 -

. . ¥ - .

We have never paid or declared any cash d1v1dends on our common stock or other securities and do not
anticipate paying cash dividends in the foreseeable future Any future determination to pay cash dividends will
be at the discretion of the Board of Dtrectors 'subjéct to any applicable restrictions under our debt and credit
agreements, and will be dependent upon 'our financial condition, results of operations, capital requtrements
general business condition and such other, factors as the Board of Diréctors may deem relevant.

!

i
s
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Stock Performance Graph

The graph depicted below compares the cumulative total stockholder return on Zhone common stock during
the period from Zhone's initial stock listing date through December 31, 2006, with the cumulative total return on
the S&P 500 Index and the Nasdaq Telecommunications Index. The comparison assumes $100 was invesied on
November 14, 2003 (the date Zhone common stock began to be publicly traded) in each of Zhone common stock, .
the S&P 500 Index and the Nasdaq Telecommunications Index, and assumes that all dividends, if any, were 3
reinvested. Stockholder returns over the indicated period are based on historical data and should not be
considered indicative of future stockholder returns.

Comparison of Cumulative Total Return* j
Among Zhone Technologies, Inc., :

the S&P 500 Index and
the Nasdaq Telecommunications Index

$150 ' _ 1

$50

30 T2 Nov-03 | 31Dec03 | 31-Dec-04 | 31-Dec-05 | 31-Dec-06
—e— Zhone - $100 - $74 $39 $32 $19
—m-s&P500 | . 100 106 115 119 135
—&— Nasdag-Telecom | 100 107 | 116 108 137

* Pnor to November 14, 2003, Zhone common stock was not publicly fraded. Comparative data is provnded
only for the period since that date.
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QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Cash, Cash Equivalents and Investments

We consider all cash and highly llqu1d investments purchased with an ongmal matunty of less than thrce
months to be cash equivalents. L :

Cash, cush equivalents and short-term mvestmems consisted of the following as of December 31, 2006 and
2005 (in thowsands): - . co

}5 “ December 31, December 31,
it 2006 2005
Cash ... .. ... . ... P P $13,176 $25,709
Money market funds ............ e e e 18,256 284
Commescial paper .............. R 15,541 22,174
US Agency Securities ........... e — 3,999
[N
Cash and cash equivalents ........ e $46,973 $52,166

Short-term investments .......... e $17,337 $18,974

Concentration of Credit Risk

Financial instruments which potentially subject us to concentrations of credit risk consist primarily of cash
and cash equivalents, short-term investments and accounts receivable. Cash and cash equivalents and short-term
investments consist principally of demand deposit and money market accounts, commercial paper and debt
securities of domestic municipalities with:i credit ratings of AA or better. Cash and cash equivalents and short-
term investments are principally held with various domestic financial institutions with high credit standing. For
the year ended December 31, 2004, sales;to one customer represented 15% of net revenue. No other customer
accounted for 10% or more of net revenue in 2006, 2005 or 2004. As of December 31, 2006 and 2005, no
customer accounted for 10% or more of ?.Ct_:ounts receivable. As of December 31, 2006 and 2003, receivables
from customers in international territories represented 48% and 46%, respectively, of accounts receivable.

Interest Rate Risk }; { !

Our exposure to market risk for changes in interest rates relates primarily to our investment portfolio and
long-term debt, We do not use den‘vativé financial instruments in our investment portfolio. We do not hold
financial instruments for trading or speculative purposes. We manage our interest rate risk by maintaining an
investment portfolio primarily consisting Sf debt instruments of high credit quality and relatively short average
maturities. Ouvr cash and cash equivalents dnd short-term investments are not subject to material interest rate risk
due to their short maturities. Under our 1m]restmenl policy, shori-term investments have a maximum maturity of
one year from the date of acquisition, and the average maturity of the portfolio cannot exceed six months. Due to
the relatively short maturity of the portfoho a 10% increase in market interest rates at Decamber 31, 2006 would
decrease the fair value of the portfolio by less than $0.1 million.

.‘
i
Foreign Currency Risk ; :

We transact business in various forelgn countries, Substantially all of our assets are located in the United
States. We have sales operations throughout Europe, Asia, the Middie East and Latin America. We are exposed
to foreign cwrrency exchange rate risk associated with foreign currency denominated assets and liabilities,
primarily intercompany receivables and payables. Accordingly, our operating results are exposed to changes in
exchange rates between the U.S. dollar and those currencies. During 2006 and 2005, we did not hedge any of our
foreign currency exposure. ¢

? :
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We have performed sensitivity analyses as.of Decémber 31, 2006 and-2005, using a modeling technique that
measures the change in the fair values arising from a hypothetlcal 10% adverse movement in the levels of foreign
currency exchange rates relative to the U. S. dollar, w1th all other vanables held constant. The sensitivity analyses
indicated that a hypothetical 10% adverse movement 1n forelgn currency exchange rates would result in a foreign
exchange loss of $1.2 million and $0.8 million at December 31, 2006 and 2005, respectively. This sensitivity
analysis assumes a parallel adverse shift in foreign currency exchange rates, which do not always move in the
same direction. Actual results may differ materially.
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ZHONE TECHNOLOGIES, INC. AND SUBSIDIARIES

. ! Consolidated Balance Sheets
’ ; December 31, 2006 and 2003

! ‘ (In thousands, except par value) '
. 2006 2005
Assets -
Current assats:
Cash and cash equivalents . .. .... e e $ 46973 § 521066
Short-term investments ......... ' e e 17,337 18,974
Accounts recetvable, net of allowances for sales returns and doubtful accounts of
$6,939 in 2006 and $5,643 in 2005 ................................... 31,828 35,392
IVEnEOTIES . L e e e e e e e e 45,036 48,370
Prepai< expenses and other current BSSEIS + e et 3,852 5,811
Total current assets ........ U 145,026 160,713
Property and equipment, net ......... e 23,704 24,097
Goodwill ........................ e e e 70,737 180,001
Other acquisition-related intangible assets, net . .., ... ... v ieii i enn.nns — 14,638
Restrictedcash ...................... e e e e e e 636 547
Otherassets ..........civivnnn. L S 79 109
Total assets .............. e e e $ 240,182 $ 380,105
Liabilities and Stockholders’ Equity
Current liabilities: ' .
Accounts payable ............. Tt e e e $ 18893 $ 17912
Lineofcredit ................. PPN 14,500 14,500
Current portion of long-termdebt ... ... ... 7,673 1,170
Accrued and other liabilities . . ... J 20,088 24,610
Total current liabilities ....... ... ...ttt 61,154 58,192
Long-term -debt, less current portion . ... .......vv it ie it 19,376 28,597
Other long-term liabilities ........... AN 2,048 1,527
Total liabilities ........... ..................................... 82,578 88,316
Stockholdess’ equity:
Common stock, $0.001 par value. Authorized 900,000 shares; issued and
outstanding 149,277 and 147 759 shares as of December 31, 2006 and 2005,
respectively ................ .‘ e e e e 149 148
Additional paid-in capital ....... e e e 1,058,317 1,051,320
Notes receivable from stockholders ....... ... ..ttt — (550}
Deferred stock-based compensation . ........ . ... ... 0. iiiiiiiniar s — (818)
Other omprehensive income (loss) .................................... 98 (an
Accumulated deficit ........... et e e e e (900,960)  (758,294)
Total stockholders’ equity ......... ... . 157,604 291,789
Total liabilities and stockholders’ equity .............vevuriiirrnnas. $ 240,182 § 380,105
i

See accompanying notes to consolidated financial statements.
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ZHONE TECHNOLOGIES, INC. AND SUBSIDIARIES

Consolidated Statements of Operations O
Years ended December 31, 2006, 2005 and 2004 ¢
(In thousands, except per share data)

006 - .- 2005 2004

Netrevenue ...................c.c.u. e e e e k3 194,344. $151,828 §$ 97,168
Costofrevenue (1) . ... i e it e et et s 131,749 88,058 55,305
Gross profit . ... e 62,595 62,870 41,863

Operating expenses:
36,099 27,062 23,791

s =

Research and product development (1) ............ ... ... o..
Sales and marketing (1) ...... ... 0 e 38,225 ° -29,756 22,417
General and administrative (1) . ... ... i e 14,036 14,534 10,772
Purchased in-process research and development ...... U — S L1900 8,631
Amortization of intangible assets .. ........... ... .. o i 2,764 12,452 9,803
Impairment of intangible assets and goodwill .................. ... 113,666 - 102,106 = = 239
Total operating eXpenses . ..........cenvvrnrrnvrnrrnneennns 204,790 187,100 - 75,743
Operating 1085 . . ..o vi it e (142,195) (124,230) " (33,880) |
[nterest EXPense . .....vv et et mmre e e (2,774) (3,357) (399
INLEIESE INCOIMIE « . o o ettt e e e e e e e e e ettt e e ety 2328 1,433 :1,312
Other income (EXPense), NEL . .....ovvi it iin i 239 (522 1,118
Lass before income taxes ... ... .......o..oo.... PR (142,402) | (126,676) (35441)
[NCOME taX PrOVISION . ... ...ttt ai i 264 215 205
NELLOSS -« oo et $(142,666) $(126,891):-$(35,646) -
Basic and diluted net losspershare . ....... ... . ... .. L $ (096) % | (1.13)- % (O:'42)
Weighted average shares outstanding used to compute basic and diluted net ) AR
losspershare ................cvvuinnnnn.. e e 148,727 112,004 85745
(1) Amounits include stock-based compensation cost as follows: ™ - - T ;
Costofrevenue . ...... ottt e 892 153 ° 210
Research and product development .............. ... ... ... .. ... 1,632 223" 581
Salesand marketing ......... ... .. i 1,380 226 - 459
General and administrative ...................... [ 1,601 2,670 - 356
N " See accompanying notes to consolidated financial statements. -
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ZHONE TEC}INOLOGIES, INC. AND SUBSIDIARIES

Consiolidated Statements of Cash Flows
Years ended December 31, 2006, 2005 and 2004

(In thousands)
} )
i i ) 2006 2005 2004
Cash flows from operating activities: ] .
NEtloss ..o $(142,666) $(126,891) $ (35,646)
Adjustments to reconcile net loss {0 net cash used in operating activities: '
Depreciation and amortization .. .....0.0 .. ... 5,383 14,251 11,288
Stock-based compensation .......... e s 5,505 3272 - 1,606
Impairmznt of goodwill and intangible aSsets . . .. ... ... ... ... .., 113,666 102,106 239
(Accretion) or impairment of mvestmentﬁ ................................ (527) 360 =
Purchased in-process research and development .. ......................... —_ 1,190 - 8,631
Provision for sales returns and doubtful accounts . ... ..., ... ... .covvun... 6,638 1,764 2,345
Gain on sale of assets ; ................................ (301) — —
Changes in operating assets and liabilities, net of effect of acquisitions: -
Accounts receivable . ,........... T T T (3,074) (8,724) - (7,395)
| FE R Tt 1) =7 3,334 2,774 (7.302)
Prepaid expenses and other current assets ............................... 239 3,389 - 434
Otherassets . ...........co00.nn. L 30 554 434
Accounts payable ............... T 771 754 - (5,914)
Accruzd and other liabilities .......c... o (5,236) (15.847)- (16,044)
Net cash used in operating aclivi[iest ................................. (16,238) (21,048) (47,324
Cash flows from investing activities: ‘
Cash acquiced from acquisitions ., ... ... ST - 42,838 6,267
Cash paid for acquisitions ............. b — —-— .. (6500
Purchase of intangible assets . ... .. ... .0 oo i —_ (1,980}
Proceeds fiom sale of property and equipment . ........... .. ... . Ll — — 6,875
Purchases of property and equipment . ... D {2,004) (1,910) (1,816)
Proceeds from sale of assets ........... ! e 10,716 - —_
Purchases of short-term investments . .. .. j e e e e (37,905) (36,969) (208,520}
Proceeds fiom sale of short-term mveslmenls ............................... 40,100 36,644 255,527
Changes in restricted cash ... ... ... i i e (89) 211 363
Net cash provided by investing acti\:itics ............................. 10,818 38.834 58,046
Cash flows from financing activities: ; :
Net borrowings under credit facilities . .....0 ... .. oo L — — 9,700
Proceeds fiom issuance of commeon stock and warrants .. ... ................... 2,311 3,095 1,492
Proceeds from repayment of officer foans '....... ... - 550 — —
Repaymentofdebt ... ... . . . . . . . . . i {(2,718) (15,345) (7,881}
Net cash provided by (used in) financing activities ..................... 143 (12,250) 3,311
Effect of exchange rate changes oncash . ...5.. ..ot 34 26 24
Net (decrease) increase in cash and cash equivalents . ................... (5,193) 5,562 14,057
Cash and cash equivalents at beginning of YO Lo 52,166 46,604 32,547
Cash and cash equivalents at end of year ... R R ETERRRPES - % 46973 B 52166 § 46,604
Supplemental disclosures of cash flow mformatlon
Cash paid during period for Lo
TAXES -« ottt et e e e e e e e e e e e $ 740§ 253 % 487
T O 2,635 3361 3,095
Noncash investing and financing activities:! . . . :
Common stock and options issued for acquisition ....................... ... — 183,505 75,677
Accrued liabilities converted to notes payable . ................... M — . 3800 -—
Sale of assets for marketable securities . |....... .. ..o — 2,080 -
Purchase price allocation adjustment .. %. ... ... .. .. .. ... . i i i : 1,206 — —
|
See accompany{ing notes to consolidated financial statements
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= ZHONE TECHNOLOGIES, INC. AND SUBSIDIARIES o
~ Notes to Consolidated‘, Financial Statements ' o |

' |
. Cos s . ‘!|
(1) Organization and Summary of Significant Accounting Policies I
(a) Description of Business -
Zhone'Technologies, Inc. (sometimes referred to, collectively with its sub51d1anes as “Zhone” or the |
“Company”) designs, develops and markets communications network equipment for telephone companies
"« and cable operators worldwide. The Company s products-allow network service providers to deliver video |
_ and interactive entertainment seTvices in' addition to their existing voice and dala service offerings. The
Company was incorporated under the laws of the state of Delaware in' June 1999. The Company began t‘

pl

operations in September 1999 and is headquartered in Oakland, California. ';

(b) Basis of Presentauon

The consolidated ﬁnanc1al statements mclude the accounts of thc Company and its wholly owned
+ subsidiaries. All significant inter-company transactions and balances have been eliminated in consolidation.

, .

The preparation of consolidated financial statements in conformity with generally accepted accounting |
principles in the United States of America requires management to make estimates and assumptions that
affect the reported amounts of assels and liabilities and disclosure of contingent assets and liabilities at the .
date of the copsolidated financial statements and the reported amounts of revenue and expenses during the | ':I
reporting period. Actual results could differ materially from those estimates.- ~ i

:
i
1
i
!
(c) Use of Estimates - o I _ RS \

.

(d) Revenue Recognition

The Company recognizes revenue when the earnings process is complete. The Company recognizes |
product revenue upon shipment of product under contractual terms which transfer title to customers upon ¢
shipment, under normal credit terms, or under sales-type leases, net of estimated sales returns and |
allowances at the time of shipment. Revenue is deferred if there are significant post-delivery. obligations, if
collection is not considered reasonably assured at the time of sale, or if the fees are not fixed or |
determinable. When significant post:delivery obligations exist, revenue is deferred until such obligations are |
fiilfilled. The Company’s arrangements generally do not have any significant post-delivery ‘obligations. The |
Company offers products and services such as support -education and training, hardware upgrades and post- | '
warranty support.-For multlple element revenue anangements the Company establishes the fair value of i
these products' and services based primarily on sales prices when the products and services are so]d\
separately. If fair value cannot be established for undelivered elements, all of the revenue under the |

" arrangement is deferred until those elements have been delivered. When collectibility is not reasonably
assured, revenue is recognized when cash is collected, Revenue from education services and support
services is recogmzed over the contract term or as the service is performed. The Company makes certain 1
sales to product distributors. These customers are given certain privileges to return a portion of inventory. :
Return pnv1lf:ges generally allow distributors to return inventory based on a percent of purchases made | |
within a specific .period of time. The Company recognizés revenue on sales to distributors that have |
contractual return rights when the.products have been'sold by the: distributors, unless there is sufﬁcrent‘
customer specific-sales and sales returns history to support revenue recognition upon shipment. In those |
instances when shipments made to. distributors are. recognized upon shipment of the products from the |
factory, the Company uses historical rates of return from the distributors to provide for estimated products |
return in accordance with SFAS 48. Revenue from sales of software products is recognized provided that a )
purchase order has been received, the software has been shipped, collection of the resulting receivable is ‘|

. !
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|

probable, and the amount of the related fees is fixed or determinable. To date, revenue from software
transactions has not been 51gn1f1cant The Company accrues for warranty costs, sales returns, and other
allowances at the time of shipment based on historical experience and expected future costs.

H

[ . 4+

(e) Allowances for Sales Returns and Dbubtful Accounts

L I

. The Company records an allowance for sales returns for_estimated future product returns related to
current period product revenue. The allowance is recorded as a reductlon of revenues 1n the Company’s
consolidated financial statements. The Company bases its, allowance on periodic assessments of historical
trends in product return rates and clirrent approved retumed products, If the actual future returns were to
deviate from the historical data on wh1ch the reserve had been estabhshed the Company s revenue could be
adversely affected. o S L "y

i
4

The Company records an allowance for doubtful accounts for estimated losses resulting from the
inability of customers to make payments. The allowance is recorded as a general and administrative expense
in the Company’s consolidated financial statements. The Company bases its allowance on penodlc
assessments of its customers’ hqu1d1ty and financial condition through analysis of information obtained
from credit rating agencies, financial statement review and historical collection trends. Additional
allowances may be required if the liq'uidity or financial condition of its customers were to deteriorate,

Activity under the Company’s. allowance for sales returns and doubtful accounts was comprised as
follows (in thousands):

v

i o .o TN

Year ended December 31,

. o 2006 2005 2004
Balance at beginning of year ... ... ’ ....... .. $5643  $4990, $ 3,505
Chargecl to revenue and expenses ... .........ooiiiiil. . 6,638 1,764 2,345
Utilization . .................... i (5,342  (2,616) (2,233)
Allowance from acquired compames’.. R — «1,505 - 1,373

Balance atend of year .-........... L S TR . $6939 . $5643  $4,990

' R . S 4 R

+

(f) Inventories

Inventories are stated at the lower of cost or market w1th cost. bemg determmed using the first-in,

. first-out (FIFOQ) method. In assessing the net reallzable value of inventories, the Cornpany is required to
make judgments as to future dernand requ1rements and compare these with the current or committed
inventory levels. Once inventory has been written down to its estimated net reahzable value, its carrying
value cannot be increased due to subsequent changes in demand forecasts To the extent that a severe
decline in forecasted demand occurs or the Company experiences. a higher 1ncndence of, mventory
_obsolescence due to rapidly changmg technology and customer requirements, the, Company may incur
~ significant charges for excess 1nvent5ry

FRY

1 [ , .
- . ) Lo . ! + - o

i
(g) Foretgn Currency Tmnslatwn } L o _ o
For operations outside the Umted States .the Company translatés assets and ]1ab111t1es of *foreign
subsidiaries, whose functional currency is the local currency, at end of period exchange rates; Revenues and
expenses are translated at monthly a[v_erage rates of exchange prevailing during the year. The adjustment
resulting from translating the financial statements of such foreign subsidiaries, is included in accumulated
other comprehensive income (loss),_lwhich_'is reflected as a separate component of stockholders’ equity.
Realized -gains and losses on foreign currency transactions are included in other income (expense) in the

accompanying consolidated statement of operations. . ;. . :
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(h) Cash and Casﬁ Equivalents, Short-Term Investments and Marketable Equity Securities

The Company considers all cash and highly liquid mvestments purchased with an ongmal maturlty of
less than lhree months to be cash equlvalents . e ‘

" - : r
Short term mvestments mclude secuntles w1th onglnal matuntles greater than three months and less
than one year and are available for use in current operations or other activities. Short-term investments
consist principally of debt securities of domestic municipalities and corporations. Marketable equity
securities consist of investments in common stock of publicly traded companies and are ‘réflected in prepaid
and. other current assets in the Company’s consolidated financial statements. Shori-term investments and
marketable equity securities have been classified as® available for sale. Under this classification, the
investments are reported at fair value, with unrealized gains and losses excluded from results of operations
and reported, net of tax, as a component of other comprehensive loss in stockholders’ equity. Realized gains
" and losses-and declines in value judged to be other than temporary are included in results of operations.
Gains-and losses from the sale of securities-are based on the specific-identification method.

Cash, cash equ1valents short-term mvestments and marketable eqmty secumles consisted of the
followmg as of December 31, 2006 (in thousands)

. . ‘ ! -7 *  Unrealized: Unrealized * :
- . - Cost Gain . Loss . Fair Value

Cash and Cash Equivalents: ; : ‘ - K : -
Cash ... .. i i e $13,176 $— — - $13,176
Money Market Funds ... ... e 18,256 —_ .= 18,256
Commercial Paper . ......... e 15,540 1 — ., 15541
. ' S ' $46,972 $ 1 voS— - $46,973
Short-term investments: ' B o b '

- Commercial- Paper ................ e $ 4,877 $— $—  §487T7
US Agency Securities .. .\...... . ...... ~ 710,570 - 2 (1 10,571
Corporate Securities ... .. ......... e .. 1,888 . . 1 pe— 1,889

o o T i3 8 3 8 () 817337
Marketable equity securities . ............ . ds 20§21 $— $. 41

Cash, cash equivalents, short-term investments and marketable equity securities consisted of the
following as of December 31, 2005 (m thousands): : . : o :
i . [ v :
. Unrealized | Unrealized

Cost Gain~ Loss Fair Value
Cash and,Cash Equivalents: o, ‘ . . o o . _ '
(Cash ... ............ e $25,709 $— $— | $25709
Money Market Funds ... .............. e 284 — . 284
Commercial Paper ....................... 122,172 3 N 22,174
US Agency Secunities ............. ... ... 3,998 1 — 3,999

. v Lk . ..
$52,163 $ 4 5 $52,166

Short-term in_vcstments:: : . C . . .‘

Commercial Paper ....... e - $11,018 5.1 5 (5, $11,014
US Agency. Securities .........c....o... ... . 1966 ' —_ () 7,960
$18,984 $ 1 (1D 518,974
Marketable equity securities ................... $ 1,739 $— $— $ 1,739
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(i) Fair Value of Financial Instruments

The carrying amounts of the Company’s consolidated financial instruments which include cash and
cash equivalents, accounts receivable, accounts payable and accrued liabilities approximate their fair values
as of Diecember 31, 2006 and 2005 due to the relatively short maturities of these instruments. The carrying
value of the Company’s debt obllgatlons at December 31, 2006 and 2005 approximate fmr value.

! |
t . . B
1
'

(j) Concentration af'Ri.sjk ' -

-

Financial instruments which p_otentially subject the Company to concentrations of credit risk consist
primarily of cash and cash equi\'fa]ents and accounts - receivable. Cash and cash equivalents consist
principally of demand deposit and money market accounts, commercial paper and debt securities of
domestic municipalities with credit'ratings of ‘AA or better. Cash and cash equivalents are principally held
with various domestic financial institutions with high credit standing. The Company’s customers include
competitive and incumbent local exchange carriers, competitive access providers, internet service providers,
wireless carriers, and resellers serving these markets. The Company performs ongoing credit evaluations of
its customers and generally does not requ1re collateral. Allowances are ‘maintained for potential doubtful
accounts. For the year ended December 31, 2004, sales to one customer represented 15% of net revenue. No
other customer accounted for 10% or more of net revenue in 2006, 2005 or 2004, As of December 31, 2006
and 2005, no customer accounted fer 10% or more of accounts receivable. As of December 31, 2006 and
2005, receivables from customers in international territories represented 48% and 46%, respectively, of
accountis receivable. A

The Company may provide or commit to extend credit or credit support to certain customers. During
the year ended December 31, 2006, the Company sold $10.3 million of customer receivables to financial
institutions on a non-recourse basm As of December 31, 2006, the Company did not have any significant
customer financing commitments or guarantees.

The Company’s products are concentrated in the communications equipment market, which is highly
competitive and subject to rapid change. Significant technological changes in the industry could adversely
affect vperating results. The Company’s inventories include components that may be specialized in nature,
and subject to rapid technological obsolescence. The Company actively manages inventory levels, and the
Company considers technologicalf obsolescence and potential changes in product demand based on
macroeconomic conditions when estimating required allowances to reduce recorded inventory amounts to
market value. Such estimates could Change in the future,

The Company’s growth and ablhty to meet customer demands are also dependent on its ability to
obtain timely deliveries of components from suppliers and contract manufacturers, The Company depends
on contract manufacturers aind sole or limited source suppliers for several key components. If the Company
were unable to obtain these components on a timely basis, the Company would be unable to meet its
customers’ product delivery requirements which could adversely impact operating results. While the
Company is not solely dependent on one contract manufacturer, it expects to continue to rely on contract
manufacturers to fulfill a pertion of its product manufacturing requirements.

(k) Property and Equipment ’

t
Property and equipment are stated at cost and depreciated using the straight-line method over their
estimated useful lives, Useful life for buildings is 30 years. Useful lives for laboratory and manufacturing
equipment range from 10 to 30 yedrs. Useful lives of all other property and equipment range from 3 to 5
years, Leasehold improvements are amortized over the shorter of 2 years or the remaining lease term.
4o

(1) Geodwill
Costs in excess of the fair value of tangible and identifiable intangible assets acquired and liabilities
assumed in a purchase business combination are recorded as goodwill. SFAS No. 142, Geodwill and Other
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Intangible Aisets, requires that companies test.for goodwill impairment at least annually using a two-step

. approach. The Company evaluates goodwill on an annual basis, at a minimum, and whenever events and

changes in circumstances suggest that the ‘carrying amount may not be recoverable. Impairment of goodwill

is tested at the reporting unit level by comparing the reporting unit’s carrying amount, including goodwill, to

the fatr value of the reporting unit. The Company has determined that it operates in a single segment with

-one operating unit, The Company performs the annual goodwill impairment test using the market approach.

.+ If the carrying amount of the reporting unit exceeds its fair value; indication of goodwill impairment exists

and a second step is performed to measure the amount of impairment loss, if any. During the years ended

December 31, 2006 and ‘2005, the Company recorded non-cash goodwill impairment charges of
$£110.5 million and $55.2 million, respectively, as discussed in Note 3. .

(m ) Purchased Intang:bles and Other Long-Ltved Assets

In accordance w1th SFAS No. 144 Accounnng for the Impazrmem or Dtspoml of Long—szed Assets,
the Company reviews long-lived assets, including intangible assets other than goodwill, for impairment
whenever events or changes in circumstances indicate that the carrying amount of an asset may not be fully
recoverable based on expected undiscounted cash flows attributable to that asset. Recoverability of assets to
be held and used is measured by a comparison of the carrying amount of an asset to future net undiscounted
cash flows expected to be generated by the asset. If the carrying amount of an asset exceeds'its estimated

future net undiscounted cash- flows, an impairment charge is recognized by the amount by which the .'

carrying amount of the asset éxceeds the fair value of the asset. Any assets to be disposed of would be
separately presented in the balance sheet and reported at the lower of the carrying amount or fair valué less
costs to sell, and would no longer be depreciated. The assets and liabilities of a disposed group classified as
held for sale would be presented separately in the appropnate asset and hablllty sections of the balance
sheet. "

During the years ended December 31, 2006 and 2005, the Company recorded non-cash impairment
charges of $3.2 million and $46.9 million, respectively, related to the impairment of purchased technology,
customer relationships and other amortizable intangibles as discussed in Note 3. During the year ended
December 31, 2004, the Company recorded a non-cash charge of $0.2 million related to impairment of the
acquired workforce from Gluon Networks, Inc.

' ° o N

¢

(n) Research and Product Development Expenduures

L -~

.Costs related to research, design, and development of products are charged to research and product
development expense as incurred. Costs for the development of new software and substantial enhancements
to existing software are expensed as incurred until technological feasibility has been established, at which
time any additional development costs would be capitalized. The Company’s current process for developing

software is essentially completed concurrently with the establishment of technological feasibility; *

accordingly, no costs have been capitalized to date.

(a) Accounhng for Stock-Based Compensation

On January 1, 2006, the Company adopted Statement of Financial Accountmg Standards No. 123
(revised 2004), Share-Based Payment (SFAS 123R), which requires the measurement and recognition of
compensation expense for all share-based payment awards made to employees and directors, including
employee stock options and employee stock purchases under the Company’s Employee Stock Purchase Plan
based on estimated grant date fair values, SFAS 123R supersedes the Company’s previous accounting under

Accounting Principles Board Opinion No. 25, Accounting for Stock Issued to Employees (APB 25). In

.+ +March 2005; the Securities and Exchange Commission issued Staff Accounting Bulletin No. 107 (SAB 107)
relating to SFAS 123R. The Company has applied the provisions of SAB 107 in its adoption of SFAS 123R.
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The Company adopted SFAS }123R using the modified. prospective transition; method, under which
prior perieds are not restated to reﬂect and do not include, the impact of SFAS 123R. SFAS 123R requires
companies to estimate the fair value: of share-based payment awards on the date of grant using an option
pricing model. The Company adopted the-Black Scholes model to estimate the fair value of options. The
valee of the portion of the award that is ultimately expected to vest is recognized ‘as expense over the
requisite service periods in the Company’s Consolidated Statement of Operations. Prior to the adoption of
SFAS 123R, the Company accounted for stock-based awards to employees.and directors using the intrinsic
value method in accordance with APB 25 as allowed under Statement of Financial Accounting Standards
-No. 123, Accounting for Stock—Based Compensation (SFAS 123), and adopted the pro forma disclosures
required under SFAS 123. s !

Awards of stock options granted to consultants under the Company’s share-based compensation plans
are accounted for at fair value determined by using the Black Scholes option pricing model in accordance
with Emerging Issues Task Force [ssue No. 96-18, Accounting for -Equity Instruments That Are Issued to
Other Than Employees for Acquiring, or In Conjunction with Selling, Goods or Services (EITF 96-18).
These options are generally immediately exercisable and expire seven to ten years from the date of grant.
The Company values non- -employee, options using the Black. Scholes model. Non- employee optlons subject
to vesti ng are valued as they become vested

Fair value stock-based compensatlon expense under SFAS 123R for the year, ended December 31, 2006
includes compensation expense for share-based payment awards granted prior to, but not yet vested as of
December 31, 2005 based on the graht date fair value estimated in accordance with the pro-forma provisions
of SFAS 123, and compensation expense for the share-based payment awards granted subsequent to
December 31, 2005 based on the grant date fair value estimated in accorclance with the provisions of
SFAS 123R. In conjunction with the provisions of SFAS 123R, the Company changed its method of
attnbutmg the value of stock-based compensation to expense from the accelerated multiple option approach
to the straight line single option method. Compensation expense for all employee share-based payment
awards granted on or prior to December 31, 2005 will continue to be recognized. using the accelerated
multiplz option 'approach while compensation expense for all share-based payment awards granted

- subsequent to December 31, 2005 is récognized using the straight line single option method.

F
poor

Pro Forma Information Under SFAS 123 Sfor Periods Prior to the Implementation of SFAS 123R

The following table illustratesi the effect on net loss and net loss per share if the fair value-based
method had been applled to all outstanding and unvested awards i in each period {(in thousands, except per
share data): L .

LY

i : s - Year ended December 31,

: 2005 2004
Net loss, as reported . ........ . .". .............. e L - 5(126,891)  $(35,646)
Add: Siock-based compensation expense included in reported net'loss . ... S T3272 1,606
Deduct: Total stock-based compensation expense determined under fair ‘
value method forallawards ... ... ... ... ) (8,804) (7.417)
Pro forma het loss o ovein . e e $(132.423) $(41457)
. 1 ! N .t —
Loss per share o i _ R
Ac¢ reported—basic and dlluted‘ e e e o8 (113§ (042)

Pro forma—basic and diluted .1 ....... B .. $ (1.18) $§ (0.48)

Sez Note 6 for further mformatlon regardmg the Company 8 stock-based compensanon assumptions
and expense. I
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(p) Income Taxes

The Company uses the asset and liability method to account for income taxes. Under this method,
deferred tax assets and liabilities are determined -based on differences bétween the financial reporting and
the income tax bases of assets and liabilities. Deferred tax assets and liabilities are measured using enacted

‘tax-ratés and laws that will be in effect when the differences are expected to reverse. Valuation allowances |

are establishéd, when necessary, 1o reduce deferred tax assets to the amount expected to be realized. The

Company has recorded a full valuation allowance against its net deferred tax assets at December 31, 2006

and 2005 due 1o the significant uncertainty regarding whether the deferred tax assets will be realized.
[ [ . . N .
(q) Net Loss per Common Share _ .

Basic net loss per share is computed by dividing the net loss applicable to holders of common stock for
the period by the weighted average number of shares of common stock outstanding during the period. The
calculation of diluted net loss per share gives effect to common stock equivalents; however, potential

- common equivalent shares are excluded if their effect is antidilutive. Potential-common equivalent shares
are composed of common stock-subject to repurchase rights and incremental shares of common equivalent
shares issuable upon the exercise of stock options and warrants, and the conversion of convertible debt.

(r) Other Comprehensive Income (Loss)

Other comprehensive income (loss) is recorded directly to stockholders’ equity and includes unrealized 1‘

gains and losses which have been excluded from the consolidated statements of operatlons These unrealized
gains and losses consist of foreign currency translation adjustments and unrealized gains and losses on
available-for-sale securities.

(s) Recent Accounting Pronouncements

© SFAS 15 7 Fair Value Measurements

« ) 1 v

JIn September 2006, -the FASB 1ssued Statement of Fmancml Accounnng Standards No. 157, Fazrf
Value Measurements (SFAS 157), which defines fair value, establishes guidelines for measuring fair value !

and expands disclosures regarding fair value measurements. SFAS 157 does not require any new fair value -

measurements but rather eliminates inconsistencies ‘in guidance found in various prior accounting
pronouncements. SFAS 157 is effective for fiscal years beginning after November 15, 2007. Earlier

adoption is permitted, provided the company has not yet issued financial statements, including for interim .
periods, for that fiscal year. The Company is currently evaluating the impact of SFAS 157, but does not -
expect the adoption of SFAS 157 to have a material impact on the Company’s consolidated financial

statements.

" FIN48 - Accoummg for Uncertamt) in Income Taxes

In July 2006, the FASB |ssued Financial Imerpretatlon No. 48, Accoummg for Uncerramty in Income
Taxes—an interpretation of FASB Statement No. 109 (FIN 48), which is a change in accounting for income -

taxes. FIN 48 specifies how tax benefits for uncertain tax positions are to be recognized, measured, and
derecognized in financial statemnents; requires certain disclosures of uncertain tax matters; specifies how

reserves for uncertain tax positions should be classified on the balance sheet; and.provides transition and ;
interim period guidance, among other provisions. FIN 48 is effective for fiscal years. beginning afier !

December 15, 2006. The Company does not expect the adoption of FIN 48 to have a material impact on the
Company’s consolidated financial statements.
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SAB 108 - Considering the Effects af Pnor Year Misstatements When Quantifying Misstatements in Current
Year Financial Statements

.

In September 2006, the SEC issued SAB No. 108, Considering the Effects of Prior Year Misstatements
When Quantifving Misstatements in Current Year Financial Statements (SAB 108), which provides
interpretive guidance on how registrants should quantify financial statement misstatements. Under SAB 108
registrants are required to consider both a “rollover” method which focuses primarily on the income
statement impact of misstatements and the “iron curtain” method which focuses primarily on the balance
sheet irnpact of misstatements. The! itransition provisions of SAB 108 permit a registrant t6 adjust retained
earnings in the year of adoption for the cumulative effect of immaterial errors relating to prior years. The
Company was required to adopt SAB 108 in its current fiscal year. The adoption of SAB 108 did not have a
material impact on the Company’s consolidated financial statements. ’

|

(t) Reclasiifications ' b

Certain reclassifications have been made to prior period balances in order to conform to the current
period’s presentation. These include the reclassification of stock-based compensation expense to the
associaled operating expense line items in the consolidated statement of operations.

L
(2) Acquisitions & ‘

The coasolidated financial statements include the operating results of each business from the date of
acquisition, The Company records the estimated acquisition related liabilities at the date of acquisition. For each
acquisition, amounts were allocated to purchased in-process research and development and intangible assets as
described below. i
i

v
Purchased In-Process Research and Dlei'elopmem ,

The Company recorded charges for purchased in-process research and development of $1.2 million and
$8.6 million during the years ended December 31, 2005 and 2004, respectively. The amounts allocated to
purchased in-process research and developinent were determined through established valuation techniques used
in the high-rechnology communications mdustry and were eXpensed upon acquisition, because technological
feasibility had not been established and’ no future alternative uses existed. The values assigned to purchased
in-process research and development welre determined by identifying the ongoing research projects for which
technological feasibility had not been achieved and assessing the state of completion of the research and
development effort. The most significant and uncertain assumptions that affected the valuations were market
events and risks outside of the Company’s control such as trends in technology, govemment regulations, market
size and growth, and future product mtroductlon by competitors.

The stare of completion was determined by estimating the costs and time incurred to date relative to those
costs and time to be incurred to develop the purchased in-process research and development into commercially
viable produzts, estimating the resulting net cash flows only from the percentage of research and development
efforts complete at the date of acquisition, and discounting the net cash flows back to their present value. The
risk adjusted discount rate included a factor that took into account the uncertainty surrounding the successful
development of the purchased in-processt technology projects. Historical margins and expense levels were
estimated to improve over time, assuming that the technology was successfully developed and the Company’s
ability to generate economies of scale and. operatmg leverage as revenue continued to grow.

(a) Paradyne Networks, Inc.

PO .

In September 2005, the Company completed the acquisition of Paradyne Networks, Inc. in exchange
for total consideration of $184.5 million, consisting of common stock valued at $164.1 million, options and
warrants (o purchase common stock valued at $19.4 million, and acquisition costs of $1.0 mitlion. Common
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stock and options were valued using an average closing price as reported by Nasdaq for the.two days
immediately proceeding and following the anncuncement of the merger and the date of the announcement.
The Company acquired-Paradyne to strengthen its position as a leading provider of next-generation local

- access network solutions as well as increase its customer base. Paradyne had an existing contract with the
Company to resell certain of the Company’s producls . -

In September 2006, the purchase ‘allocation was adjusted to reflect the Company’s revised plan with
respect to acquired excess facilities. The final purchase consideration was allocated as follows: net tangible

- assets—$48.6 million, amortizable- intarigible assets—$54.8 million, purchased in-process research and
development—$1.2 million, goodwill—$79.0 miilion, and deferred compensation—$0.9 million. The
amount allocated to purchased in-process research and development was charged to expense during the third
quarter of 2005, because technological feasibility had not been established and no future alternative uses for

the technology existed. The estimated fair value of the purchased in-process research and development was

determined using a discounted cash flow model, based on a discount rate which took into consideration the
stage of ‘completion and risks associated with developing the technology. Of the amount allocated to
amortizable intangible assets, $12.3 million was allocated to core technology and $10.1 million was
allocated to patents, both of which were assigned an estimated useful life of five years. Of the remaining
$32.4 million, $3.3 million was allocated to backlog and $29.1 million was allocated to customer
relationships, which were assigned estimated useful lives of six months and seven years, respectively.

Net tangible assets acquired consisted of total assets of $71.4 million, of which $70.4 million were :

* current, offset by assumed liabilities of $22.8 million. Assumed liabilities included employee severance and
estimated exit costs which were recorded based on Emerging Issues Task Force Issue No. 95-3, Recognition

of Liabilities in Connection with a Purchase Business Combination (EITF 95-3). As a result of the Paradyne

acquisition, the Company assumed a lease commitment for facilities in Largo, Florida. The term of the lease
expires in June-2012 and had an estimated remaining obligation of approximately $26.1 million as of
December 31, 2006. In September 2006, the Company updated its plan to exit the excess portion of these

" facilities and has recorded an adjustment to the purchase price allocation of $1.0 million to increase the -

assumed liabilities relating to this lease. A summary of period activity related to severance and exit costs
accrued in accordance with EITF 95-3 is as follows (in thousands):.

Exit

) . ) . d Severance Costs ‘ Total
. Liability recorded at acquisition date . . . ... ... .. VTP $5080 $7670 $12,750
~ Net cash payments ............. e e e ' (4,670) (1,904) . (6,574)
 Balance at December 31, 2005 ...... e e .. + 410 5,766 6,176
‘Adjustment ... 7. U — 1,010 © 1,010
Net cash payments .................. S o (410} (2,245) (2,655

Balance at December 31,2006 ...0................... 8 — 34531 §4531

(b) Sorrente Networks Corporation

N In Ju'ly 2004, the Company comp.leleii the acquisition of Sorrento Networks Corporation in exchange
fer total consideration of $98.0 million, consisting of common stock valued at $57.7 million, options and
warrants to purchase common stock valued at $12.3 million, assumed liabilities of $27.0 million, and
acquisition costs of $1.0 million. The Company acquired Sorrento to obtain its line of optical t:ransport
products and enhance its competitive position with cable operators.

The purchase consideration was allocated to the fair values of the assets acquired as follows: net
tangible assets—$23.4 million, amortizable intangible assets—$14.8 million, purchased in-process research
and development—3$2.4 million, goodwill—$57.2 million, and deferred compensation—3$0.2 million. The
amount allocated 1o purchased in-process research and development was charged to expense during the third
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quarter of 2004, because technologi_cah feasibility had not been established and no future alternative uses for

 the technology existed. The estimated fair value of the purchased-in-process research and development was
determined using a discounted cash’flow model, based on a discount rate which took into consideration the
stage of completion and risks associated with developing the technology.- Of the amount allocated to
amortizable intangible assets, $9.2:miillion was allocated to core technology, which was.being amortized
over an estimated useful life of .five years. The remammg $5.6 million was allocated to customer
relat1onshtps which was bemg amomzed over an estlmated useful life of four years.

Assumed liabilities related to the Sorrento acqulsmon totaled, $27.0 mrl]ron the most srgmﬁcant
component of which was long—term debt -and debentures. totaling $15.8 million, Following the
consummation of the acquisition, the Company sold certain excess facilities acquired from ‘Sorre'nto. The net
proceeds were used to repay the associated. long-term debt of $4.1 million and convertible debentures of
$2.5 million. The assumed liabilities also included employee-severance cost of $1.6 million and exit costs of

. $0.3 million, which were recorded based on EITF 95-3. As of December 31, 2006, there were no EITF 95-3
liabilities related to this acqursmon tAs of December 31, 2003, there was approxnmately $20, 000 in accrued
liabilities related to this acqutsrtlon oo o ‘ R

S .- . . . ..! R

-(c)GluonNenvorks,Inc o : S EIEE - .0
g

In February 2004, the Compary: ‘acquired certain assels &f Gluon'Networks, Inc. in exchange for total
consideration of $6,5 million, consisting of common stock valued at $5.7 million, $0.7 million of cash and
$0.1 million of acquisition related cdsts One of the Company’s directors,is a partner of a venture capital

_ firm which is a significant stockholder of Zhone, and which was also a. sagmﬁcant stockholder, of Gluon.
The trunsaction was accounted forias an asset acquisition rather than a business, combinatien, since only
assets were acquired, which consisted primarily of Gluon’s intellectual property. Gluon was a development
stage company that had developed a product for customer trials but had not generated any revenue to date.
The Company agreed to acquire Gluon s intellectual property and hired approximately ten of the former
Gluon smployees. The Company acqmred the Gluon technology to incorporate elements of this technology
into its future product offerings.. - ; .

i

The purchase price for the Gluon transaction was allocated to purchased in-process research and
development—5$6.2 million, and acqulred workforce~$0.3 millicn. The amount allocated to purchased
in-process research and development was charged to expense during the first quarter of 2004, because
technological feasibility had not been established and no future alternative uses for the technology existed.
The estimated fair value of the purchased in-process research and devélopment was determined using a
discounted cash flow model, based ona discount rate which took into'consideration the stage of completion
and risks associated with developrng the technology. Because the transaction did not constitute a business
combiration, no goodwill was recorded and a portion of the purchase price was allocated.to the acquired
workforce, which was being amomzed over a two year period. An impairment charge of $0.2 million was
subsequently recorded in the second quarter of 2004 relating to the Gluon acquired workforce, because the
majority of the former Gluon employees were no longer employed by the Company.

§
LY

{d) Pro furma Combined Results of Operatwns

1

The Company s results of operatrons include the results of operatrons for Paradyne and Sorrento from

) September 2005 and July 2004, respectlvely, followrng the consummatron of the mergers. The followmg

tab]e feflects the unaudited pro forrna combmed results of operations of the Company on the basis that the

acqursmon of Paradyne took place at, the begmmng of each year presented and the acqursnt:on of Sorrento
took place at the beginning of 2004 (u;r thousands except per share amounts) '

i

i .. , _ 2005 2004
Net revente . .. . . e S e, e .. $223128° $210,839
 Netloss .......... PRSI OUUUR I U S R (139,267)  (60,945)
Nef loss per share—basic and diluted 2% /. ... ... ... PP (0.95) (0.42)
Number of shares used in computation—-basic and diluted .=........... .. ..ol 146,727 - 145,652

b
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The pro forma financial information is not necessarily indicative of the operating results that would have
occurred, had the acquisitions been consummated as of the beginning of each year presented, nor are they
necessarily indicative of future operating results.

4

(3) Long-lived Assets, Goodwill and Other Acquisition-Related Intangible Assets

The Company tests goodwill for impairment using a two step approach on an annual basis, or when certain
indicators of impairment exist in accordance with SFAS 142, Goodwill and Other Intangible Assets. Iinpairment
of goodwill is tested at the reporting unit level by comparing the reporting unit’s carrying amount, including
goodwill, to the fair value of the reporting unit using the market approach. The Company has determined that it
operates in a single segment with one operating unit. If the carrying amount of the reporting unit exceeds its fair
value, a second step is performed to measure the amount of impairment loss, if any. In 2006 and 2005, the
Company determined that such indicators of impairment existed and the second step was performed, resulting in
a goodwill impairment loss of $110.5 million and $55.2 million, respectively. Other adjustments include an
adjustment to the purchase price allocation of $1.0 million to increase the assumed liabilities relating to the
Largo, Florida lease commitment, as discussed in Note 2, and a $0.2 million goodwill adjustment relating to
income taxes. ‘ S

Chahges in the carrying amount of goodwill were as follows (in thousands):

' ) . " Year ended December 31,

: 2006 -« 2008
Beginning balance .........:....... e $ 180,001  $157.232
Goodwill acquired . . . . .. R e e — 78,019
Impairmentof goodwill ....... ... ... .. .. (110,470) (55,250)
Otheradjustments . ... ... ... ... ... .. i i, 1,206 —
Ending balance . ... .. i $ 70,737 $180,001I

In accordance with SFAS No. 144 Accounting for the Impairment or Disposal of Long Lived Assets, the .

Company reviews long-lived assets, including intangible assets other than goodwill, for impairment whenever
events or changes in circumstances indicate that the carrying value of an asset may not be recoverable based on
expected undiscounted cash flows attributable to that asset. The amount of any impairment i$ 'measured as the
difference between the carrying value and the fair value of the impaired asset.

The Company estimates the fair value of its long-lived assets based on a combination of the market, income
and replacement cost approaches. In the application of the impairment testing, the Company is required to make
estimates of future operating trends and resulting cash flows and judgments on discount rates and other variables.
Actual future results and other assumed variables could differ from these estimates. During the third quarter of
2006, the Company determined that indicators of impairment existed and an impairment analysis was performed,
resulting in an impairment loss to amortizable intangibles of $3.2 million. During the fourth quarter of 2005, the
Company recorded a non-cash impaisment charge of $46.9 million related to acquired intangibles consisting of
customer lists and developed technology. The primary circumstance leading to the lmpalrment of these
intangibles was a decline in the Company’s projected future cash flows associated with customers and
technology attributable to the Company’s prior acquisitions. During the second quarter of 2004, the Company

recorded a non-cash impairment charge of $0.2 million relating to the Glion acquired workforce, because the -

majority of the former Gluon employees were no longer employed by the Company.

During the second quarter of 2006, the Company sold some of its non-strategic patents for $9.0 million *‘

resulting in a gain of $0.3 million.
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-Changes in the carrying amount of intangible assets were as follows (in thousands):

;‘ Year Ended December 31,

' 2006 2005
Beginning net book value . .. .. ... .. ... .. e .- $14,638 317,847,
Acquired intangible assets .. ... ... .. e — 56,770
Amortization . .5 . .......... e e T (2,764) (12,452) -
Impairment of intangible assets {...«..................... (3,196) {46,856)
Sale of intangible assets ... .. TP e e (8,678) 671)
Ending net book value ‘ ..... . .. $ — - $14,638

Details of the Company’s acqui;itioh-related intangible assets are as follows (in thousands):

December 31; 2005 T

. Accumulated Weighted

! Gross Amortization/ Average

: . Amount Impairment Net Useful Life
Developed technology .......... e $ 33420 § (334200 $ — 0.0
Custonier lists/relationships .................. 43,549 (41,822) 1,727 6.5
Core technology ............... e 33,662 (32,002) 1,660 5.0
Others . . ... i 14,807 (3,556) 11,251 438
Total ... $125,438  $(110,800) $14,638

(4) Balance Sheet Detail .
Balance sheet detail as of December 31, 2006 and 2005 is as follows (in thousands):

; 2006 2005
Inventcries: , I _ . ]
Rawmaterials ........ . 0o iiriiiiininiiininnns e $30,452  $32,374
Work in process . ........... e 10,392 11,388
Finished goods . . ... .... e 4,192 4,608
' ' 545,036  $48,370
‘ Propeny and equipment: ‘ ; :
Land.......... P P e $6321 86321
_ Buildings ....0...... ... .. e e P 14,007 13,920
~ Machinery and equlpment e Ceeeen e 6,838 5,594
Computers and acquired software N 3,438 3,330
' Furniture and fixtures .......". e 411 427
Leasehold improvements . . . . . e e 352 511
: J : . , . 31,367 30,103
. Less accumulated depreciation and amortization . .................... 7,603 6,006
' $23,704  $24,097
i
Al
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Depreciation and amortization expense associated w1th property and equipment amounted to $2.6 m11110n
$1.8 million and $l 4 million for the years ended December 31, 2006, 2005 and 2004, respectlve]y -

006 2008

; Accrued and other-liabilities (in thousands): - S L )0 .
"+ Accrued contract manufacturing costs ... .... O S e .. % 81, % 929 - -
- Accrued warranty . .......0. ... S ST 3,128 5,247
- Accried compensation .: ... ... e e 3027 2,988
. Accrued severance and exit costs ... ... e . it 4531 406,196
. Deferred revenue .. ...... .. L el N e A 1 - 1,363 ..
L 11 4 T=J P e ' 8,702 -7,887: :

$20,088° $24,610 * -

The Company accrues for warranty costs based on historical trends for the expected material and labor costs
to provide warranty services. Warranty periods are generally one year from the date of shipment. The following

table summarizes the activity related to the product warranty liability during the years ended December 31, 2006

and 2005 (in thousands):

Y ‘Balance atDecembell31,20(j4 ....... IR '.;‘.:. . $5_,839 '_
Charged to operations ........... ..., Py . 2,090
Warranty reserve from acquired compames e IR ., 1,750
Claims/settlements .................... e P . (4,432)
Balance at December 31, 2005 .. oot i e e $ 5,247
Charged to Operations . ... oo vttt in e et reee et 2,212
Qlaims/settlements .................................................. (4,331)
Balance at December 31,2006 ............... 7S ez $3,128 0

. ' ‘. ' . S { L

(5) Debt Sl S ' , s : o

Long-ter;m debit
Long-term-debt consisted of the following as of December 31, 2006 and 2005 (in thousands):

2006 2005
Secured real estate loan due April 2011 ...................... . Liovo.o. $19,639 0 $20,000
Convertible debentures assumed in Sorrento acquisition due August 2007 ....... feereae 7.410 8,867
Note payable due 2006 ......... e AP B e PN - — .+ %00
. S . ) . 27,049 » 29,767
Less current pottion of long-term debt . .........: P e A A 7,673 1170

T $19.376 $28,597

+ " - . T

Aggregate debt maturities as of December 31, 2006 are $7.7 million in fiscal 2007, $(.3 million in each of
fiscal 2008, 2009 and 2010, and $18.4 million in fiscal 2011. In addition, the Company had $14.5 million
outstanding under its line of credit agreement at December 31, 2006 and 2005, respectively. . :

“Sef-:ured Real Estate Loan ,
. [ i i . - ' R

In December 2005, the Company entered into an amendment:to an existing loan with a financial institution
relating to the financing of its Oakland, California campus (the “Amended.Loan”). Under the Amended'Loan,
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(a) the outstanding principal balance! \;,vas-.' reduced from approximately $31:1 million to -approximately
$£20.0 million, (b) the maturity date was :_extended five years to April 1, 2011, (c) the floor rate was reduced from
8.0% per annum to 6.5% per annum, (d) the variable rate margin was reduced from 3.5% per annum to 3.0% per
annum, (¢} the amortization period was}ramended to a period of 25 years commencing on January 1, 2006, and
(f) the financial institution cancelled the Company’s $6.0 million letter of credit. Interest accrues on the unpaid
principal balance at a variable interest rété (which adjusts every six months) equal to the sum of the LIBOR rate
plus 3.0% per annum; provided that in no event will the variable interest rate (a) exceed 14.2488% per annum,
(b) be less than 6.5% per annum, or (c) ]Jq adjusted by more than 1.0% at any adjustment date: The Company is
obligated tc make monthly payments of principal and interest in an amount which fully amortizes the then unpaid
principal balance of the loan and inte:rést accruing thereon at the interest rate in effect in equal monthly
installments over the remaining term of the amortization period. The interest rate on this debt was 8.4% as of
December %1, 2006. The Company’s obllgatlons under the Amended Loan remain secured by a security interest
in the Company’s campus. As of December 31, 2006 and 2003, the debt was collateralized by land and buildings
with a net book value of $18.5 million and -$18.9 million, respectlvely

;

Convertible Debentures - .

In July 2004, the Company assumed convertible debentures of $11.7 million in connection with the
acquisition of Sorrento, with an 1nterest*rate of 7.5%. The outstanding principal amount of the convertible
debentures was $7.4 million and $8.9 mllhon as of December 31, 2006 and 2005, respectively, and matures in
August 2007. The debentures are callable by the Company at any time, and can be converted into common stock
at the optioa of the holder at a convers:on price of $6.02 per share. During 2006, the Company rnade a voluntary
repayment of $1.5 million relating to lhcjc_onvertlble debenture debt.

i
L

In March 20035, the Company entered into a settlement agreement with a contract manifacturer. As a result
of this settlement, the Company issued a $3.8 million non-interest bearing promissory note with a term of
14 months in return for inventory and séttglement of liabilities, which included inventery purchase commitments
of $4.5 million. As of December 31, 2006, the promissory note had been repaid. As of December 31, 2005,
$0.9 million was outstanding under this; promissory note, and was classified in the current portion of long -term
debt.

Note Payable

i
#

]
ijl !
Credit Fucility i

As of December 31, 2005, the Company had a revolving credit facility agreement with a financial institution
under the terms of which the lender committed a maximum of $35.0 million on a secured; revolving basis. Under
the facility. the Company had the Optl(;l'l‘of either borrowing funds at agreed upon rates of intérest or selling
specific accounts receivable to the finanfci!al institution, on a limited recourse basis, at agreed upon discounts to
the face amount of those accounts receivable, so long as the aggregate amount of outstanding borrowings and
financed accounts receivable did not exceed $35 million. The interest rate was 7.25% as of December 31; 2003,
Under this facility, $14.5 million was outstanding at December 31, 2005 and an additional $5.4 million was
committed is security for various letters ;olit credit.

{1 :

On February 24, 2006, the Compai.n’y entered into-an amendment to its “existing revolving credit-facility
providing for a one year extension of the term of the existing facility and a voluntary decrease in the size of the
facility frotn $35 million to $25 m1]llon (the “2006 Amendment”). Under the 2006 Amendment, the Company
has the option of either borrowing funds at agreed upon rates of interest or selling specific accounts receivable to
the financial institution, on a limited recourse basis, at agreed upon discounts to the facé amount of those
accounts receivable, so long as the aggregate amount' of outstanding borrowings and 'purchased accounts
receivable does not exceed $25 million. The amounts borrowed will bear interest, payable monthly, at a floating
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rate that, at the Company’s option, is either (1) the financial institution’s prime rate, or (2) the sum of the LIBOR
rate plus 2.9%; provided that in either case, the minimum interest rate is 4.0%. The 2006 Amendment contains
certain financial covenants and customary affirmative covenants and negative covenants. As of December 31,
2006, the Company was in compliance with these covenants. The interest rate was 8,25% at December 31, 2006.
Under this. 2006 Amendment, $14.5 million was outstanding at December 31, 2006 and an additional
$10.2 miilion was committed as security for various letters of credit. Th]q agreement was scheduled to expire.in
February 2007.

During the first quarter of 2007, the Company entered into an- amendment to its existing $25 million
revolving credit facility and accounts receivable purchase facility with Silicon Valley Bank (the “SVB
Facilities”) providing for a one year extension of the term of the SVB Facilities. Under the SVB Facilities, as
amended, the Company has the option of either borrowing funds at agreed upon rates of interest or selling
specific accounts receivable to Silicon Valley Bank, on a limited recourse basis, at agreed upon discounts to the
face amount of those accounts receivable, so long as the aggregate amourit of oiitstanding borrowings and the

aggregaté amount of the Company’s fepurchase obligations with respect to purchased accounts receivable do not

exceed $25 million. The amounts borrowed under the revolving credit facility will bear interest, payable
monthly, at a floating rate that, at the Company’s option, i3 either {1} Silicon Valley Bank’s prime rate, or (2) the

sum of the LIBOR rate-plus 2.9%; provided that in either case, the minimum interest rate is 4.0%. The -

Company’s obligations under the SVB Facilities remain secured by substantially all of the Company’s assets and
those of its subsidiaries, including its intellectual property. The SVB Facilities contain certain financial
covenants, and customary affirmative covenants and negative covenants.

(6) Stockholders’ Equity
(a) Overview

As of December 31, 2006 and 2005, the Company's equity. capitalization consisted of 900 million
authorlzed shares of common stock, of which 149.3 million and 147.8 million, respecuve!y, were outstanding.

(b) Warrants

At December 31, 2006; the Company had a total of 2,70 million warrants to purchase common stock
outstanding at a weighted average exercise price of $4.68 per share. Of these, 2.68 million fully vested warrants

were assumed through the.Company’s acquisition of Sorrento in July 2004 at a weighted average exercise price

of $4.42 per share. These warrants were valued using the Black-Scholes option pricing model and the resulting
fair value of $7.1 mllhon was included in the purchase price for the acquisition. No warrants were exercised in
2006. The Company s warrants will expire in the years 2007 through 2014,

" “In‘September 2005, through the acquisition of Paradyne, the Company assumed a fully vested warrant to
purchase 1.1 million shares of thé Company’s common stock at an exercise price of $5.42 per share. This warrant
was valued using the Black-Scholes option pricing model. The-resulting fair value was minimal as the warrant’s
exercise price was higher than market price and the warrant’s term was only four months. This warrant expired
unexercised on December 31, 2005.

(c) Stoc:k-Based Compensation

As of December 31, 2006, the Company had two types of share-based compensation plans related to stock
options and employee stock ‘purchases. The compensation cost that has been charged as an expense in the
statement of operations for those plans was $5.5 million, $3.3 million and $1.6 million for the years ended
December 31, 2006 2005 and 2004, respectively.
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The followmg table summarizes stock based compensation expense for the years ended December 31, 2006,
2005 and 2{)04 (in thousands): ' . :

Year ended December 31
2006 2005 2004

" Amortization of deferred stock-based compensation (intrinsic value) ............. §F — 8§ 653 $1,73
Stock-based compensationunder SFAS 123R ............. .. ... .o oL 5,180 —
Compensation expense relating to non-employees . ........................... 10 2,638 7
Benefit due to reversal of previously recorded stock compensation .............. . — (19)  (135)
Compensation expense relating to Employee Stock Purchase Plan . ... . ... . .. 315, — .. —
Stock-based compensation expense . ..............., e e $5,505 $3,272" $1,606

As a rasult of adopting SFAS 123R on January 1, 2006, the Company’s loss before income taxes and net
loss for the year ended December 31, 2006 is $4.8 million higher than if it had continued to account for share-
based compensation under APB 25. Basic and diluted net loss per share for the year ended December 31, 2006,
would have been $0.93 if the Company had not adopted SFAS 123R, compared to reported basic and diluted loss
per share of $0.96. Application of SFAS 123R had no impact on the Company’s cash position or resulting
statement of cash flows. In accordance - with SFAS 123R, the Company ceased amortizing deferred. stock
compensation and reclassified the remaining - balance of deferred stock-based compensation on its balance sheet
to additional paid-in capital.

Stock Options : .

The share-based compensation plans are designed to attract, motivate, retain and reward talented employees,
directors and consultants and align stockholder and employee interests. The Company has two active plans, the
Amended and Restated Special 2001 Stock Incentive Plan and the Amended-and Restated 2001 -Stock Incentive
Plan. Stock options are primarily issuéd from the Amended and Restated 2001 ‘Stock Incentive Plan. This plan
provides for the grant of incentive stock options, non-statutory stock options, restricted stock awards and other
stock-based awards to officers, employees, directors and consultants of the Company. Options may be granted at
an exercise price less than, equal to or greater than the fair market value on the date of grant, except that any
options granted to a 10% stockholder must have an exercise price equal to at least 110% of the fair market value
of the Company’s common stock on the date of grant. The Board of Directors determines the term of each option,
the option exercise price and the vesting terms. Stock options are generally granted at an exercise price equal to
the fair market value on the date of grant, expiring seven to ten years from the date of grant and vesting over a
period of feur years. On Januvary 1 of each year, if the number of shares available for grant under the Amended
and Restated 2001 Stock Incentive Plan is less than 5% of the total number of 'shares of common stock
outstanding as of that date, the shares 'avallable for grant under the plan are automatically increased by the
amount necessary to make the total number of shares available for grant equal to 5% of the total number of
shares of common stock outstanding, or by a lesser amount as determined. by the Board of Directors. As of
December 1, 2006, 4.2 million shares were available for grant under these plans,

Through the acquisition of Paradyne in September 2005 and Sorrento in July 2004, the Company assumed
several stock option plans, including ‘the Amended and Restated 1996 Equity Incentive Plan, the 1999
Non-Employee Directors” Stock Option Plan, the 2000 Broad-Based Stock Plan, the Amended and Restated
Osicom Technologies, Inc. 1997 Incentive and Non-Qualified Stock Option Plan, Sorrento Networks Corporation
2000 Stock Incentive Plan and the 2003 Equity Incentive Plan. In February 2006, the Company amended and
froze these plans as well as the Zhone Technologies, Inc. 1999 Stock Option Plan and the 2002 Stock Incentive
Plan to provide that no further awards be made under these plans, With this amendment approximately
10.7 million shares were no longer available for grant. During the year ended December 31, 2006, there were
2.5 million cancelled shares relating to plans which were frozen and therefore unavailable for grant.
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The Company has estimated the fair value of stock-based payment awards on the date of grant using the
Black Scholes pricing model, which is affected by the Company’s stock price as well as assumptions regarding a
number of complex and subjective variables. These variables include the Company’s expected stock price
volatility over the term of the awards, actual and projected employee option exercise behaviors, risk free interest
rate and expected dividends. The estimated expected term of options granted was determined based on historical
option exercise trends. Estimated volatility was based on historical volatility as well as peer group data and the
risk free interest rate was based on U.S. Treasury yield in effect at the time of grant for the expected life of the
options. The Company does not anticipate paying any cash dividends in the foreseeable future and therefore used
an expected dividend yield of zero in the option valuation model. The Company is also required to estimate
forfeitures at the time of grant and revise those estimates in subsequent periods if actual forfeitures differ from
those estimates. Historical data was used to estimate pre-vesting forfeitures and record stock-based compensation
expense only for those awards that are expected to vest.

The assumptions used to value option grants for the years ended December 31, 2006, 2005 and 2004 are as
follows:

Year ended December 31

2006 2005 2004
Expectedterm ................ . ... i, 49 years 4.0years 4.0 years
Expected volatility . . ... e e 13% 73% 87%
Risk free interestrate ................ccooviunn.. . 4.7% 4.1% ' 3.1%

The weighted average grant date fair value of options granted during the years ended December 31, 2006,
2005 and 2004 was $1.10, $1.65 and $2.03 per share, respectively. The fair value of options vested during the
years ended December 31, 2006, 2005 and 2004 was $2.06, $3.59 and $9.46, respectively. The intrinsic value of
options exercised for the years ended December 31, 2006, 2005 and 2004 was $0.8 million, $1.1 million and
$1.9 million, respectively. For the years ended December 31, 2006, 2005 and 2004, the Company received
$1.4 million, $2.3 million and $1.0 million in proceeds from stock option exercises, respectively.

The following table sets forth the summary of option activity under the stock option program for the year
ended December 31, 2006 (in thousands, except per share data):

Weighted Average  Aggregate

Options Weighted Average Remaining Intrinsic
Outstanding * Exercise Price Contractual Term Yalue

Outstanding as of December 31, 2005 24,708 $5.07 6.21 - $3,996
Granted ........... ., ...ccc.... 4,508 $1.78
Canceled/Forfeited . . . ..... A (3,162) $5.47
Exercised .............. e (913} $1.53
Cutstanding as of December 31, 2006 25,141 $4.56 5.76 %5 134
Vested and expected to vest at

December 31, 2006 ....... Ve 24,327 $4.64 : 5..69 $ 133
Vested and exercisable at

December 31,2006 ............ 17,200 $5.62 4.84 $ 157

.

The aggregate intrinsic value represents the total pretax intrinsic value, based on the Company’s closing
stock price as of December 31, 2006 of $1.31, which would have been received by the option holders had the
option holders exercised their options as of that date.

As of December 31, 2006, there was $6.0 million of unrecognized compensation costs, adjusted for
estimated forfeitures related to unvested stock-based payments granted which are expected to be recognized over
a weighted average period of 2.8 years.
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Employce Stock Purchase Plan o : :

The Company’s 2002 Employee Stock Purchase Plan (“ESPP") allows eligible employee barticiﬁants to
purchase shares of the Company’s cominon stock at a price equal 10 85% of the lower of the fair market value of
the common stock at the beginning or the end of each offering period. Participation is limited to 10% of an
employee’s eligible compensation, not to exceed amounts allowed by the Internal Revenue Code. During the
second quarter of 2006, the number of available shares under the ESPP 'was increased by 2.0 million. At
September 1, 2005, the Company changed from a 51x month offering penod to a three month offering period
under the ESPP. The followmg table summarizes shares purchased, wenghted average purchase price, cash
received and the aggregaté intrinsic value for ESPP purchases dunng the’ years ended December 31, 2006, 2005
and 2004 (in thousands, except per share data):

‘

Year ended December 31

. 2006 2005 2004
Shares purchased ......... e 581 372 120
Weighted average purchase pnce .......................... $149 $2.18 $2.89
Cash received ......... e e e e $867 $812 $346
Aggregate intrinsic value ................. . ... . $278 %174 % B8

The aséumptions used to value, stock pui"chases under the Company’s. ESPP for the years ended
December 31, 2006, 2005 and 2004 are as follows: .

. Year ended December 31"
* ‘ 2006 2005 - 2004
Expe-:'ted eIm ..o e 3months 7.6 months 12 months
Volaiility ....... ... e PR " 57%, 1% 2%
Risk free interestrate ......... e 4.7% 1.9% 1.0%
Weighted average fair value pershare .. ................. $0.54 51.16 $2.79

(7) Net Loss Per Share

The following table sets fonh the computauon of basic and diluted net loss per share (in thousands, except
per share data):

. . ¢

Year ended December 31
2006 2005 2004
Numzrator: ;
Netloss . ... .. $(142,666) $(126,891) $(35,646)
Dencminator: ' ‘ ‘ ‘
Weighted average common stock outstanding .. ......... 148,727 112,077 85,909
Adjustment for common stock issued subject to o _
repurchase .. ... ... .. . . . e — - (13 (164)
Denominator for basic and diluted calculation ..... 148,727 112,004 85,745
Basic: and diluted net loss pershare ................... .03 09§ (1.13) $§ (042
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i+ The following table sets forth potential common stock that is not:included in the ‘diluted net loss per
share calculation above because their effect would be anti-dilutive for the periods indicated (in thousands):

e Weighted Average
oo 2006 Exercise price
s UWIITANS © - e 2716 .. $4.68
Convertibledebentures . .. ....... ... .. e 1,231 - .. 6.02
Outstanding stock Options .............. .. i, 25,141 i, . 4.56
29,088 '
: ' Weighted Average'
2005 Exercise price -
Weighted average common stock issued subject 1o repurchase” ... ... *+ 73 $3.06
Warmanis_. ... ... e e e . 2,716 4.69
Convertible debentures . .. ..., ... . e i 1,473 6.02
Outstanding stock options .. ......... ... ... ... .. ... i iiiiiia.. 24,708 5.07
. . 28,970
PR ' Weighted Average
2004 Exercise price
Weighted average common stock issued subject to repurchase ........ 164 $2.16
WaImants .. ..o i e e 3,030 ¢ 0020
Convertible debentures . . .......... ... i i - 1,537 . 6.02
Outstanding stock OpLiOns .. .. ... ... it i - 19,263 + 4.55
13,994

As of December 31, 2006 and 2005, there were zero and ]3 979 shares respectwely, of lssued common

stock subject to repurchase.

(8) Income Taxes

The following i is a summary of the components of income tax expense applicable to net loss before income

taxes (m thousands)

*

: ’ ' S : ot foi "Year ended Decéinber 31
T 2006 20050 L2004
Current; ‘ o
Federal .......................... e e $—  $—  $—
State ............ . S 17 9 131
Foreign ... .o 147 120 . 74
! . “ $264  $215  $205
Deferred: .
" Federal ......... DA LA — LA —
! AL . .. e — — —
Foreign .......... ... .. .. ... .t e — — —
. . , $264  $215. $205
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A reconciliation of the expect ed tax expense (benefit) to the acteal tax expense (benefit) is as follows
(in thousands): { :
é Year ended December 31
.. 1 2006 2005 2004

Expected tax benefit at statutory rate (35%) ............................ $(49,841) $(44 337) $(12,404)
State taxes, net of Federal'effect .. ... L e 76 62 86
Increase in tax resulting from: P - - '

Goodwill amortization and lmpan'mem ............................ 38,665 19,338 —_

Foreignlosses . ............... e e 5,686 3,178 2,179

Valuation allowance . .......... 1 ................................ 3,834 20,292 8707

Stock-based compensation . . .. .. } e e i 1,615 1,037 331

Acquired in-process research and development .. .................... — 417 856

Other ..ot et eerieen, PP 229 228 450

$ 264 $ 215 8§ 205

Deferred income taxes reflect the net tax effects of temporary differences between the carrying amounts of
assets and liabilities for financial reporting and income tax purposes. Significant components of the Company’s
deferred tax assets and liabilities as of December 31, 2006 and 2005 are as follows (in thousands):

. . C . 2006 2005
Deferred assets: o . '
Net operating loss, capital los"s, and tax credit carryforwards . ....... $451,782 § 419,670
Fixed assets and intangible assets . ... ................ e 57,772 -+ 39,482
Purchased intangibles ...... e e e e e e 22,936 40,802
Inventory and other reserves '...........ouviureenrenneennnnn.. 19,630 25,918
Other...................'- ................................. 832 4,162
‘ Gross deferred tax asse'ts; ................................ . 552,952 530,034
Less valuation allowance ... .0 ... i e (552,952  (530,034)
1
Total deferred tax assets: .. .. ... ..ot iiii e, h) — $ —

The Company has established a {?aiualion ‘allowance to reduce the deferred tax"assets to a level that the
Company believes is more likely than not to be realized through future taxable income. Approximately
$362.2 million of the valuation allowance for deferred tax assets relates to various acquisitions, the benefit from
which will be allocated to goodwill and other current identifiable intangible assets related to the acquisition
rather than current'tax expense if subsequently realized,

For the years ended December 31,2006 and 2005, the net changes in the valuation allowance were increases
of $22.9 million and $72.4 million, reépeclively The Company recorded a full valuation allowance against the
net deferred tax assets at December 31 2006 and 2005 since it is more likely than not that the net deferred tax
assets w11] not be realized due to the lack of previously paid taxes and anticipated taxable income.

v‘

As of December 31, 2006, the Cpmpany had net operating loss carryforwards for federal and California
income ta« purposes of approximatelyi$1,151.6 million and $410.8 million, respectively, which are available to
offset future taxable income, if any, in years through 2026 and 2016, respectively. Approximately $2.9 million
and $1.8 million net operating loss carryforwards for federal and California income tax purposes, respectively,
are attributable to employee stock optlon deductions, the benefit from which will be allocated to paid-in-capital
rather than current income when subsequently recognized. Federal and state laws impose substantial restrictions
on the utilization of net operating lossand tax credit carryforwards in the event of an ownership change for tax
purposes, as defined in Section 382 015c the Internal Revenue Code. As a result of such ownership changes, the

| 56
L




Company’s ability to realize the potential future benefit of tax losses and tax credits that existed at the time of the
ownership change will be significantly reduced. The .-Company’s' deferred tax asset and related valuation
allowance would be reduced as a result. The Company has not vet performed a Section 382 study to determine
the amount of reduction, if any.

As of December 31, 2006, the Company had capital loss carryforwards for federal and state income tax
purposes of approximately $1.5 million which are available to offset future capital gain income, if any. These
capital loss carryforwards expire in various years from 2007 through 201 1.

As of December 31, 2006, the Company also had research credit carryforwards for federal and state income
tax purposes of approximately $20.1 million and $8.0 million, respectively, which are available to reduce future
income taxes, if ‘any, in years through 2026 and over an indefinite period, respectively. Additionally, the
Company had alternative minimum tax credit carryforwards for federal income tax purposes of approximately
$0.1 million which are available to reduce future income taxes, if any, over an indefinite period. The Company
also had enterprise zone credit carryforwards for state mcome tax purposes of approx1mate1y $0.2 rmlllon which
are available to reduce future state income taxes if any, over an indefinite penod

1

(9) Related -Party Transaettons

-
.

In July 2004, the Company completed the acquisition of Sorrente in exchange for total consideration of
$98.0 million, consisting of common stock- valued at $57.7 million, optioris and warrants to purchase common
stock valued at $12.3 million, assumed liabilities of $27.0 million, and acquisition costs of $1.0 million. The
Company acquired Sorrento to obtain its line of optical transport products and enhance its competitive position
with cable operators. One of the Company’s directors is a partner of a venture capital firm which is a significant
stockholder of Zhone, and which also held warrants to purchase Sorrento common stock that were assumed by
Zhone.

In February 2004, the Company acquired the assets of Gluon in exchange for total consideration of
$6.5 million, consisting of common stock valued at $3.7 million, $0.7 million of cash and $0.1 million of
acquisition related costs. One of the Company’s directors is a partner of a venture capital firm which is a
significant stockholder of Zhone, and which was also a significant stockholder of Gluon,

In the ordinary course of business, the Company’s executive officers and non-employee directors are
reimbursed for travel related expenses when incurred for business purposes. The Company reimburses its
Chairman, President and Chief Executive Officer, Morteza Ejabat, for the direct operating expenses incurred in
the use of his private aircraft when used for business purposes. The amount reimbursed for these expenses was
$707,000, $753,000 and $524,000 during the years ended December 31, 2006, 2005 and 2004, respectively. -

In July 2002, the Company loaned $350, 000 to Morteza Ejabat jn connection with his purchase of 3,500,000
shares of common stock and $200 000 to Jeanette Symons in connection with her‘purchase of 2,000,000 shares
of common stock. These loans were made pursuant to promlssory notes which accrue interest at a rate of
5.5% per annum compounded annually and became due on July. 11, 2006. Durmg the third quarter of 2006, the
outstanding principal amounts of the promissory notes and accrued interest were paid according to the original

terms of the notes. ,

{10} Commitments and Contingencies
Leases - RS

The Company has entered into operating leases for certain office space and equipment, some of which
contain renewal options, :
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P
Estimated future lease payments under all non-cancelable operating leases with terms in excess of one year,

including taxes and services fees, are as follows (in thousands):

Operating leases

‘Year ending December 31: )

2007 o 5,300
2008 ....... U . ' 4,652
2009 ...... P B 4,575
2000 ...l | SO e : 4,478
7.1} T 4,478
2012 and beyond .. ... e e e . 4479

Total minimum lease'payments ......... e S $27.962

The total minimum lease payments ! shown above include projecte(i payments and obligations for leases that
the Company is no longer utilizing, some of which relate to excess facilities obtained through acquisitions. At
December 31, 2006, the Company had’ esumated commitments of $26.1 million related to facilities assumed as a
result of the Paradyne acquisition, of Wthh $4.5 million was accrued for excess facilities in accrued liabilities as
of December 31, 2006. For operating lqases that include contractual commitments for operating expenses and
maintenarice, estimates of such amounts are included based on current rates. Rent expense under operating
leases, excluding rent relating to excess facilities previously accrued, totaled $4.0 million, $1.9 million and
$3.4 million for the years ended December 31, 2006, 2005 and 2004, respectively. Sublease rental income totaled
$1.0 million, $0.1 million and $0.2 miliion for the years ended December 31, 2006, 2005 and 2004, respecuvely

i

Other Commitments o Pl : : ’

The Company depends on sole source and limited source suppliers for several key components and on
contract manufacturers to manufacture’ certain product linés. If the Company was unable to obtain these
components on a timely basis, or if its contract manufacturers were unable to meet the Company’s delivery
requirements, the Company’s operating results could be materially adversely effected.

' i

The Company has agreements With various contract manufacturers which include inventory repurchase
commitments for excess material based on the Company’s sales forecasts. The Company has recorded a liability
for estimated charges of $0.08 million and $0.8 million related to these arrangements as of December 31, 2006
and 2005, respectively. i <

The Company is currently under audit examination by several state taxing authorities for non income based
taxes. The Company has reserved an estimated amount which the Company believes is- sufficient to cover
potential <laims. However, there are certain examinations including those related to acquired entities, for which
an amount cannot be reasonably esumated In these instances, the examinations are: still in the mformatlon

gathering stage and no formal assessment has been made.
f

In connection with the acqulsmon of Sorrento in July 2004, the Company recorded assumed liabilities for
possible contingencies related 10 the resolutlon of an employee defined benefit pension plan dispute. In 2000,
Sorrento sold one of its subsidiaries to a third party. In connection with this transaction, the third party assumed
all responsibility for a defined benefi t plan for the employees of the Sorrento subsidiary that was sold to them.
Although the third party is the sponsor of the beneﬁt plan, it disclaims responsibility for the minithum funding
contributions to the benefit plan and insists that the Company is responsible for any liability related thereto. The
Company has reserved an estimated amount which the Company believes is sufficient to cover potential claims
regarding the resolution of the benefit plan dispute. The Company also acquired restricted cash of $0.5 million
related to the settlement of these claim;s.

[
Performance Bonds b

In the normal course of operations,.the Company arranges for the issuance of various types of surety bonds,

such as bid and performance bonds, \;vh.ich are agreements under which the surety company guarantees that the
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Company'wili perform in accordance with contractual orlegal obligations. If the Company fails to perform under
its obligations, the maximum potential payment under these surety bonds iwould have been $0 8 mllllOl‘l as of
December 31, 2006. Ce - A

Royalties

The Company has certam royalty commltments associated with the shipment and licensing of certain
preducts. Royalty expense is’ generally based on a dollar amount per unit sh1pped or a percentage of the
underlymg revenue e

. v . . . .
N . . LT . '

an Litigation '
Paradyne Matters - . o

‘" "As a result of the ‘acquisition of Paradyne, the Company became involved in various legal proceedings,
claims "and litigation, including those identified below, relating to the operatlons of Paradyne prlor to the
acquisition of Paradyne.

A purported stockholder class action complaint was filed in December 2001 in the United States District
Couirt in. the Southern District of- New York against Paradyne, Paradyne’s then-current directors and executive
officers, .and each of. the underwriters (the- “Underwriter Defendants™) who participated in Paradyne’s initial
public offering and follow-on offering {collectively, the “Paradyne Offerings”). The complaint alleges that, in
connection .with the Paradyne Offerings, the Underwriter Defendants charged excessive commissions,.inflated
transaction fees not disclosed in the applicable registration statements and allocated shares of the Paradyne
Offerings to favored customers in exchange for purported promises by such customers to purchase additional
shares in the aftermarket, thereby allegedly inflating the market price for the Paradyne Offerings..The complaint
seeks damages in an unspec1ﬁed amount for the purported class for the losses suffered during the class pertod.
ThlS actlon has been consolidated with hundreds of other securities class actions commenced against more than
300 compames (collecuvely, the “Issuer Defendants’ "y and approximately 40 investment banks in which the
plaintiffs make substantially similar allegations as those made against Paradyne with respect to the initial public
offerings and/or follow-on offerings at issue in those other cases. All of these actions have been consolidated
before Judge Shira Scheindlin under the caption In re; Initial Public Offering Securities Litigation (the “IPO
Actions”).

- N R N

: Tn 2003, the Issuer Defendants participated in a global settlement among the’ plaintiffs and the insurance

companies that provided directors” and officers’ insurance coverage to the Issuer Defendants (the “Issuer
Settlement™). The Issuer Settlement- agreements provide for the Issuer Defendants (including Paradyne) to be
fully. released and dismissed. from.the TPO Actions. Under the, terms' of the Issuer Settlement agreements,
Paradyne.is not required to make any. cash payment to the plaintiffs. -Although Judge Scheindlin preliminarily
approved the Issuer Settlement, the preliminary approval is subject to a future final settlement order, after notice
of settlement has been provided to class members and they have been afforded the opportunity to oppose or opt
out of the settlement. There can be no assurance that these conditions for final approval of the Issuer Settlement
will be_ satisﬁed : :

In addltlon on December 5, 2006, the United States Court of Appeals for the Second Circuit reversed an
October 13, 2004 order of the District Court in which Judge Scheindlin had granted class’ certification for six
“test cases‘ in the IPO Actions. It is unclear what, if any, impact the Second Circuit’s reversal on the test case
class certification issues will have on the District Court’s consideration of final approval of the Issuer Settlement.
It is unlikely that Judge Scheindlin will consider final approval of the Issuer Settlement until after the Second
Circuit rules on are-argument petition.

L A T

Other Matters : ..

The Company is subject to other legal proceedings claims and litigation arising in the ordinary course of
business, While the outcome of these matters is currently not determinable, the Company does not expect that the
ultimate ‘costs to resolve these mattérs will have a material adverse effect on the Company’s consolidated
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financial position or results of operations. However, litigation is subject to inherent uncertainties, and
unfavorable rulings could occur. If an unfavorable ruling were to occur, there exists the possibility of a material
adverse impact on the results of operations of the period in which the ruling occurs, or future periods.

(12) Employee Benefit Plan

The Company maintains a 401(k) plan for its employees whereby eligible employees may contribute up to a
specified percentage of their earnings, on a pretax basis, subject to the maximum amount perrﬁitted by, the
Internal Revenue Code. Under the 401(k) plan, the Company may make discretionary contributions. The
Company rnade no discretionary contributions to the plan during the three years ended December 31, 2006.

Through the acquisition of Paradyne in September 2005, the Company assumed the Paradyne Corporation
Retirement Savings Plan 401K Plan. In.December 2005, the plan was amended thereby freezing all future
contributions and eliminating any Company contributions. In March 2006, the plan’s assets were merged into the
Zhone Technologies, Inc. 401(k) Plan.

Through the acquisition of Sorrento in July 2004, the Company assumed the Sorrento Networks Corporation
Retirement Savings 401(k) plan and the LuxN, Inc, 401(k) Profit Sharing Plan. Both plans were terminated. on
June-30, 2004 prior to the acquisition. The Sorrento Networks Corporation Retirement Savings 401(k) Plan’s
assets have been distributed to all participants as of December 31, 2005. The LuxN, Inc. 401(k) Profit Sharing
Plan’s asseis were distributed to Penchecks Inc. and Penchecks, Inc. is currently in the process of dlsmbutmg all
assets to participants. - +

Through the aCC]lIlSlthll of Telllum in November 2003, the Company assurned the Tellium, Inc. 401(k) plan.
In December 2003, the plan was amended thereby freezing all future contributions and eliminating any Company
conmbutlon The plan was terminated on June 30, 2004 and the plan 8 assets were dlsmbuted to all pamc:lpams

in October 2004. |

y

(13) Enterprise Wide Information '

_ The Company designs, develops and markets communications products for network service providers. The
Company derives substantially all of its revenues from the sales of the Zhone product family. The Company’s
chief operating decision maker is the Company’s Chief Executive Officer. The Chief Executive Officer reviews
financial information presented on a !consolidated basis accompanied by disaggregated information- about
revenues by geographic region for purposes of making operating decisions and assessing financial performance.
The Company has determined that it. has operated within one discrete reportable business segment since
inception. The following summarizes reqmred disclosures about geographic concentrations’ and revenue by
product family (in thousands). : .

Year ended December 31

\ ’ 2006 2005 2004

Revenue by Geography: . . ) ’ ' ‘
United States ........... . - o e e $105,098  $ 86,919  $64,698
Canada .......... P ‘ e P e . 10,611 12,547 10,767
Total North America . .:....................0 .. 115,709 . 59,466 75,465

Latin America .............. e 25,154 8,661 i,758 :
Europe, Middle East, Africa .. ........................ 45,441 37528 14,165
AsiaPacific ........ ... ... il 8,040 6,173 . 4,780

Total International .. ............. L. U 78,635 . 52,362 21,703
' © T §194344  $I51,828  $97.168
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Year ended December 31

2006 2005 2004
Revenue by Product Family:
SLMS $118,209 $ 66,854  $29,351
Legacyand Service ............. ... i, 57,124 63,435 58,917

Optical Transport . ......... ... ...covon.n. e 19,011 21,539 8,900
v $194,344  $151,828  $97,168

(14) Quarterly Information (unaudited)

Year ended December 31, 2006

Q1 Q2 Q Q4
: {(in thousands, except per share data)

Nt rEVEIUR . oottt ittt et iaa e $ 52,686 3 54214 § 43,138 § 44,306
Grossprofit . ... ... e 19.861 11,688 15,109 15,937
Amortization and impairment . . . .. e e e e 1,898 559 113,973 —
Operating 1oss (8) . ... vr e (3,750) (12,999) (121,144) {4,302)
Other income (expense), et . ... .. .ovevr e eeenranns (47 (46) 134 (248)
Netloss ...t it e i T, $ (3,904) $(13,100) $(121,032) $ (4,630)
Basic and diluted net loss pershare ....................... § (003) § (0.09)0 $ (081) $ (0.03)
Weighted-average shares outstanding used to compute basic and

diluted net losspershare ................. .. ... a 148,139 148,721 148,905 149,142

Year ended December 31, 2005
Q1 Q2 Q3 Q4
(in thousands, except per share data)

Netrevenue ........ e e $ 27563 $ 30445 § 40,615 $ 53,205
Gross Profit ..o vvvsvreeriienaa e R 11,969 12,799 16,769 21,333
Amortization and impairment . ... ... L 2,257 2,257 3,214 106,830
Operatingloss (b) . ... ... it i (4,487) (2,692) (10,556) (106,495)
Other eXpense, MEL .. ....ouinnrverernnnnreeneeiinonssas (606) (648) (618) (574)
Nt lOSS Lttt it et 3 (5,131) § (3.355) $ (11,254) $(107,151)
Basic and diluted net loss pershare .............cc00vnunn. $ 005 % OO0 F 010§ (073
Weighted-average shares outstanding used to compute basic and

diluted netlosspershare ................... ... ... ... 94,100 94,385 112,099 147,424

(a) Operating loss included a $7.2 million write off of inventory related to legacy products during the second
quarter ended June 30, 2006 and an impairment charge of $113.7 million related to goodwill and intangibles
during the third quarter ended September 30, 2006.

(b) Operating loss for the third quarter ended September 30, 2005 included an in-process research and
development charge of $1.2 million in connection with the acquisition of Paradyne. Operating loss for the
fourth quarter ended December 31, 2005 included an impairment charge of $102.1 million related to
goodwill and intangibles.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders '
Zhone Technologies, Inc.:

We have audited the accompanying consolidated balance sheets of Zhone Technologies, Inc. and
subsidiaries (“the Company™) as of December 31, 2006 and 2005, and the related consolidated statements of
operations, stockholders’ equity and cash flows for each of the years in the three-year period ended December 31,
2006. These consolidated financial statements are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes examining, on a lest
basis, evidance supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presemalmn We believe that our audits provide a reasonable basis for our
opinion. P :

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of Zhone Technologies, Inc. and subsidiaries as of December 31, 2006 and 2005, and the
results of their operations and their cash flows for each of the years in the three -year period ended December 31,
2006, in conformity with U.S. generally accepted accounting principles.

As discussed in Note 1 to the consolld.ned financial statements, the Company adopied. SFAS No. 123(R),
“Share-Based Payment,” applying the modified prospective method at the beginning of fiscal year 2006.

We also have audited, in accordance with the standards of the Public Comipany Accounting Oversight Board
(United States), the effectiveness of the Company’s internal control over financial reporting as of December 31,
2006, based on criteria established in Internal Control—Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission (COSQ), and our report dated March 6, 2007 expressed
an unqualified opinion on management’s assessment of, and the effective operation of, internal control over
financial reporting.

/s/ KPMG LLP -

Mountain ‘Jiew. California
March 6, 2007
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INTERNAL CONTROL OVER FINANCIAL REPORTING

Management’s Report on Internal Control Over Financial Reporting - ‘ .
Our management is responsible for establishing and maintaining adeguate internal control over financial reporting
to provide reasonable assurance regarding the reliability of our financial reporting and the preparation of financial
statements for external purposes in accordance with generally accepted accounting principles. Management assessed
the effectiveness of our internal control over financial reporting as of December 31, 2006, the end of our fiscal year. In
making this assessment, management used the criteria established by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO) in the report entitled “Internal Control- Integrated Framework.” Based on our
assessment of internal control over financial reporting, management has concluded that, as of December 31, 2006, our
internat control over financial reporting was effective to provide reasonable assurance regarding the reliability of

financial reporting and the preparation of financial statements for external réporting purposes in accordance with.

generally accepted accounting principles. Our independent registered public accounting firm, KPMG LLP, audited
management’s assessment and . mdependently assessed the effectiveness of the Company’s internal control over
financial reporting. KPMG LLP has issued an attestauon report concurring with management’s assessment.

¢
H '

Inherent Limitations on Effectiveness of Controls

Our management, inclu&ing our Chief Executive Officer and Chief Financial Officer, does not expect that
our disclosure contrels and procedures or our internal control over financial reporting will prevent or detect all
error and all fraud. A control system, no matter how well designed and operated, can provide only-reasonable,
not absolute, assurance that the control system’s objectives-will be met. The design of a control system must
reflect the fact that there are resource constraints, and the benefits of controls must be considered relative to their
costs. Further, because of the inherent limitations in all control systems, no evaluatlon of controls can provide
absolute assurance that misstatements due to error or fraud will not occur or that all control issues and instances
of fraud, if any, within the Company have been detected. These inherent limitations include the realmes that
judgments in decision-making can be faulty and that breakdowns can occur because of simple error or mistake.
Controls can also be circumvented by the individual acts of some persons, by cotlusion of two or more people, or
by management override of the ' controls. The design of any system of controls is based in part on certain
assumptions about the likelihood of future events, and there can be no assurance that any design will succeed in
achieving its stated goals under all potential future conditions. Projections of any evaluation of controls
effectiveness to future periods are subject to risks. Over time, controls may become inadequate because of
changes in conditions or deterioration in the degree of compliance with p011c1es or procedures.
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Report of [ndependent Registered Public Accounting Firm

The Board of Directors and Stockholders
Zhone Technologies, Inc.: f _

We have audited management’s jassessment, included in the accompanying Management’s Report on
Internal Control Over Financial Reporting, that Zhone Technologies, Inc. maintained effective internal control
over finan:ial reporting as of December 31, 2006, based on criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsormg Organizations of the Treadway Commission (COSQ). Zhone
Technologies, Inc.’s management is respon51ble for maintaining effective internal control over financial reporting
and for its assessment of the effectweness of internal control over financial reporting. Our responsibility is to
express an opinion on management’s assessment and an opinion on the effectiveness of the Company’s internal
control over financial reporting based on our audit.

[

We conducted our audit in accordance: with the standards of the Public Company Accounting Oversight
Board (United States). Those standardsireqmre that we plan and perform the audit to obtain reasonable assurance
about whether effective internal comrol over financial reporting was maintained in all material respects. Qur
audit included obtaining an understandmg of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operaling effectiveness of internal control, and performing such
other procedures as we considered recessary m the circumstances. We believe that our audit provides a
reasonab]( basis for our opmlon -

: :

A company’s internal control ovei‘ financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are fecorded as necessary 1o permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only tn accordance with authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or nmely detection of unauthorized acquisition, use, or disposition of the

company’s assets that could have a malenal effect on the financial statements.
i
Because of its inherent limitations," internal control over financial reporting may not prevent or detect
misstatermnents. Also, projections of any evalnation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the

policies or procedures may deteriorate!

In our opinion, management’s éss.essment that Zhone Technologies, Inc. maintained effective internal
control over financial reporting as of December 31, 2006, is fairly stated, in all material respects, based on
criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizasions of the Treadway Commission (COSQ). Also, in our opinion, Zhone Technologies, Inc. maintained,
in all material respects, effective internal control over financial reporting as of December 31, 2006, based on
criteria cstablished in Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO).

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the consolidated balance sheets of Zhone Technologies, Inc. and subsidiaries as of December 31,
2006 and 2003, and the related consolidated statements of operations, stockholders’ equity and cash flows for
each of the years in the three-year period ended December 31, 2006, and our report dated March 6, 2007
expressed an unqualified opinion on those consolidated financial statements.

/s{ KPM(G LLP o

Mountain View, California
March 6, 2007
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